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Chapter 1 


Introduction 


This background paper deals with the questions of who can own regulated 
financial institutions, how the institutions can organize themselves, and what 
business powers they are allowed to exercise. 


The financial services sector in Canada, as in other countries, has traditionally 
faced more restrictions on how it can organize and conduct its activities than most 
other types of business. Until recently the Canadian regulatory environment was 
characterized by the “four pillars” view of financial services. Each “pillar” — the 
banks, trusts, insurers and securities dealers — was regulated differently, with the 
result that various ownership rules, diverse corporate structures and differentiated 
business powers developed based on the type of institution. 


Historically, regulated financial institutions were custodians of other people’s 
money, taken either as deposits to be returned at some time in the future or 
as premiums for insurance to be paid at some time in the future under defined 
circumstances. Most of the regulatory restrictions flow from the public policy 
goal of ensuring that the institutions remain viable so that their “promises to 
pay” can be honoured. That is certainly the case with respect to ownership 
policy and, in particular, the long-standing tension in Canada over the benefits 
of wide ownership versus commercially controlled financial institutions. It is 
also largely true with respect to allowable organizational forms for carrying on 
business, although it should be recognized that the traditional division of 
responsibility for financial institutions between the federal and provincial gov- 
ernments has also contributed to the policies that require some activities to be 
undertaken in subsidiaries, rather than in-house. The history of the powers that 
financial institutions are able to exercise is more complicated, with current pol- 
icy having been determined by a combination of prudential, federal/provincial 
and competitive concerns. 


As described elsewhere,! the functions performed by financial institutions 
around the world are changing in response to more sophisticated consumer 
demands, the enabling power of technology and globalization. New competi- 
tors are offering new products, and many of these competitors are unregulated 
or less tightly regulated than banks, trust companies and insurance companies. 


' See Competition, Competitiveness and the Public Interest, Task Force Background Paper #1. 


To date, the Canadian financial system has generally been able to adjust well 
to these changes in the marketplace. Since market forces drive the evolution of 
the industry, a rigid regulatory framework necessarily lags behind fast-paced 
change. As a result of the comprehensive restructuring of legislation and regu- 
latory oversight that has occurred from the mid-1980s to the present time, our 
institutions have been able to expand their range of activities and, through the 
use of subsidiaries, have achieved considerable organizational flexibility. Since 
greater flexibility and increased powers led to more competition, consumers 
have generally benefited from a greater range of products and services at com- 
petitive prices.2 As markets evolve at an accelerating pace, it is important that 
the legislative framework in Canada continue to provide the required flexibil- 
ity rather than impede developments that would benefit consumers. 


The recent history of financial sector regulation in Canada is reflective of the 
broad forces of change affecting the industry. The 1992 federal legislation was 
a watershed in several respects. For the first time, all the federal legislation was 
reviewed concurrently. This reflected the changing nature of the sector, with 
different institutions increasingly competing with each other in non-traditional 
areas. In a world where competition is increasingly based on the function per- 
formed or the product and service provided rather than the type of institution, 
it is more important than ever to consider the financial sector as a single mar- 
ketplace. The logical corollary is that each type of institution must have the 
flexibility and business powers to compete across the broad spectrum so that 
consumers, not regulatory restrictions, determine the providers of choice. 


The 1992 legislation and the period that has followed clearly illustrate how 
policy makers have reacted to the increasing pace of change in the industry. 
Prior to 1992, the Bank Act was subject to decennial review and other finan- 
cial legislation was reviewed sporadically. Even the 10-year provision in the 
Bank Act did not always ensure timely review. Consider the contrast since 
1992: there was an interim legislative amendment in 1995 to deal with issues 
that were important enough, in the view of the Government, not to wait until 
1997, and all the federal acts were reviewed and amended as scheduled in 
1997. The federal legislation has a 2002 sunset clause, and it is expected that 
there will be legislation to deal with foreign bank entry and demutualization 
issues in the near future. 


2 For an overview of how well Canadians are served by the financial services sector, see McKinsey and 


Company, The Changing Landscape for Canadian Financial Services, Research Paper Prepared for the 
Task Force on the Future of the Canadian Financial Services Sector, (Ottawa, September, 1998), Ch. 6. 


Although federally incorporated financial institutions, with few exceptions, 
were permitted by the 1992 legislation to perform all financial activities directly 
or through subsidiaries, there are still some remaining restrictions on owner- 
ship, structure and business powers. Key restrictions that the Task Force has 
addressed are summarized in Exhibit 1.1. 


Exhibit 1.1 
Key Restrictions Addressed by the Task Force 


Bank Credit union Mutual Stock 
Schedule | Schedule II Trust centrals+ insurance co. insurance co. 


Ownership 35 percent 
public float 
for com- 
panies with 
more than 
$750 million 
in share- 
holders’ 
equity 


Organizational 
Structure 


Business ili Dealing Light vehicle 
powers nsurance with retail leasing 
n branches customers 


In-house 
payment 
services system 
outside the access 
credit union 
system 


1 This refers only to the restrictions in the federal Cooperative Credit Associations Act. Provincial centrals, which may 
elect to be regulated pursuant to the federal act, are also bound by their provincial acts of incorporation, which may 
have different restrictions. More detail is provided in Chapter 5. 


A key question for the Task Force is whether further changes in ownership 
policy, organization and powers are now appropriate. Will allowing greater 
flexibility in ownership policy reduce barriers to the entry of new institutions 
without unduly compromising safety and soundness? Can more flexible orga- 
nizational forms provide a basis for nuanced regulation rather than a “one- 
size-fits-all approach,” and can this help level the playing field between 
regulated and unregulated institutions and thus increase competition in the 
marketplace? Would the elimination of remaining restrictions on business 
powers benefit consumers? These are the issues that are addressed in this 
background paper. 


The following three chapters of the paper discuss ownership policy, organiza- 
tional flexibility and business powers, respectively. Each chapter reviews the 
current situation in Canada, recent significant policy events that have shaped 
the current situation, and the state of policy and practice in other major coun- 
tries. A reconsideration of current policy and conclusions of the Task Force are 
then set out as a basis for presenting the proposals of the Task Force. Some spe- 
cialized issues relating to cooperative financial institutions are examined 
in Chapter 5, while Chapter 6 contains brief concluding remarks. 
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Chapter 2 


Ownership Policy 


The current variations in the ownership regimes for federally incorporated 
financial services firms reflect a compromise between competing policy objec- 
tives. The 1992 legislation clearly recognized that convergence in the financial 
sector was blurring the traditional “pillars” view of the industry. Despite the 
provision of similar business powers to banks, trusts and insurance companies, 
the ownership regimes for the various types of institution generally continued 
to reflect the history of each pillar. As a result, current ownership policy reflects 
historical concern about domestic control and prudential soundness of the 
largest firms in the industry, overlaid on the practical constraints of accommo- 
dating existing ownership arrangements. 


This chapter summarizes the current situation and recent evolution of the federal 
ownership regime, drawing some conclusions about how sometimes conflicting 
policy objectives have been addressed. After a brief overview of international 
approaches to ownership policy, the conclusions of the Task Force are developed. 


The focus here is on the federal ownership regime. Aside from those institu- 
tions that are widely held by definition (cooperatives and mutuals), provincial 
legislation generally accommodates closely held financial institutions. This may 
have contributed to the disparate federal regime. Given its exclusive jurisdic- 
tion, the federal government could impose a common ownership regime for 
banks. For trusts and insurance companies, however, federal policies had to be 
sensitive to the fact that companies considering the federal ownership regime 
undesirable could choose to continue under a provincial charter. 


The Current Regime 


The various ownership restrictions are summarized in Exhibit 2.1. No individ- 
ual can acquire more than 10 percent of any class of shares in a federally incor- 
porated financial institution without the approval of the Minister of Finance. 
The Bank Act is even more restrictive in that it requires banks to be widely held 
or, in the case of Schedule II banks, controlled by other “eligible” financial 
institutions, which are generally widely-held Canadian or foreign-regulated 
entities.2 “Widely held” in the context of the current Bank Act refers to the 
provision that no shareholder can have more than 10 percent of any class of 


3 See sections 370, 374, 375 and 518 of the Bank Act for more detail. 


shares of a Schedule I bank.* A Canadian bank may also have Schedule II sta- 
tus for 10 years after incorporation, providing a transition period before it 
would become subject to the widely-held requirements of Schedule I. 


Trusts and insurance companies have not been required to be widely held, 
although four of the largest life insurance companies have chosen to organize 
themselves as mutual companies. Since a mutual is owned by its policy hold- 
ers, by definition it does not have a controlling shareholder. A mutual company 
can become a stock company through the process of demutualization. The 
1992 federal legislation requires that large mutual companies (those with more 
than $7.5 billion in assets) would have to be widely held upon demutualization. 


Exhibit 2.1 
Current Ownership Regime for Federal Financial Institutions 


Bank Insurance company Trust company 


Schedule | > © 35 percent public float of 

voting shares required if 
shareholders’ equity exceeds 
$750 million 


e 10 percent rule 


e 10-year transition for 
new banks 


Schedule II 


e 35 percent public float of voting 
shares required if shareholders’ 
equity exceeds $750 million 


e Minister may exempt banks 
owned by widely held Canadian 
financial institutions or foreign 
banks from the public float 
requirement 


Large federally incorporated trust and insurance companies are subject to a 
public shareholding requirement. This requirement applies when shareholders’ 
equity exceeds $750 million, with companies having five years after passing the 
threshold to come into compliance.’ Shares with 35 percent of the voting rights 
of all voting shares outstanding must be held by persons with no “significant 
interest” (more than 10 percent) in any class of shares issued by the company, 
and these shares must be traded on a Canadian stock exchange. 


4 As used in this paper, “widely held” generally refers to the current 10 percent ownership rule for 


Schedule I banks and the Task Force proposals for a modified ownership rule that continues to ensure 
that the largest financial institutions do not have a controlling shareholder or shareholder group. 


Trust and Loan Companies Act, section 379; Insurance Companies Act, section 411. The provision 
also applies to Schedule II banks, although the Minister may grant an exemption under the Bank 
Act, section 381. 


es 


Although the current regime prohibits the acquisition of a significant interest 
(more than 10 percent) in a Schedule I bank, all other types of financial insti- 
tution may have significant or controlling shareholders. The provisions of the 
federal legislation give the Minister broad discretion to determine whether a 
proposed shareholder is “fit and proper” to own more than 10 percent of a 
regulated institution.® 


Historical Context 


The ownership restrictions on each type of financial institution reflect the diffe- 
rent history of each pillar. For insurance companies, the landscape of the sector 
was established in the 1950s when, with government encouragement, the 
largest stock life insurance companies became mutual companies to provide 
protection against foreign takeover. From the 1950s onward, the mutual status 
of a number of the largest life insurance companies (Canada Life, Manulife, 
Mutual, Sun Life and, prior to their merger and liquidation respectively, North 
American Life and Confederation Life) ensured that a significant core of the 
insurance sector was domestically controlled and widely held. The 1992 legis- 
lation entrenched wide ownership of the large mutuals by requiring that they 
be widely held if they were to demutualize. 


In what we now tend to view as a single deposit-taking sector, there are impor- 
tant historical differences in the development of banks and trusts. Trust com- 
panies began as fiduciary businesses and over time became more and more 
bank-like as they gained a wider range of business and investment powers. Even 
before the 1992 legislation removed most of the remaining business power dis- 
tinctions between banks and trusts, ownership of a trust company, which was 
not constrained by a widely-held rule, was a way for a commercial enterprise to 
own a bank in all but name. The emergence of larger trust companies as part of 
non-financial conglomerates and the failure of a significant number of trust 
companies in the 1980s contributed to an increasing focus on the presumed 
prudential advantage of wide ownership of financial institutions.’ 


Banks in Canada had been subject to wide ownership restrictions since the intro- 
duction of the 10/25 ownership rule in 1967. A single shareholder was allowed 
to own no more than 10 percent of any class of shares, and total foreign share- 
holdings were restricted to 25 percent in Schedule I banks. This restriction was 
introduced explicitly to prevent the takeover of a Schedule I bank by a U.S. 
bank. The 25 percent limit on foreign ownership was eliminated for United 
States residents pursuant to the 1989 Canada-U.S. Free Trade Agreement 


6 See the Insurance Companies Act, sections 407 and 420; Bank Act, sections 372 and 390 (for 
Schedule II banks); Trust and Loan Companies Act sections 375 and 388. 


7 Eleven trust companies failed between 1981 and 1985. See The Regulation of Canadian Financial 
Institutions: Proposals for Discussion, Department of Finance, 1985, p. 11. 
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(FTA). While foreign owners were permitted to incorporate new federal trust, 
loan and insurance companies, there was a limit of 25 percent on foreign share- 
holdings for existing companies. U.S. residents were exempted from these pro- 
visions pursuant to the FTA, and this preference was extended to Mexican 
residents in the context of the North American Free Trade Agreement (NAFTA) 
effective January 1994. In January 1995, as a consequence of the Uruguay 
Round of trade negotiations, Canada committed to extending the exemption 
from the foreign shareholding limits for all federally incorporated financial 
institutions to all members of the World Trade Organization (WTO). Any 
shareholding of more than 10 percent in a federally incorporated financial insti- 
tution requires the approval of the Minister of Finance, and the prohibition on 
a shareholder having more than 10 percent of any class of shares in a Schedule I 
bank remains in place. This 10 percent restriction, which applies equally to 
Canadian and foreign shareholders, effectively ensures the upstream separation 
of banking and commercial interests. 


All financial institutions attract regulation because of the role they play as repos- 
itories of people’s savings, but historically banks have been singled out for spe- 
cial attention. Banks have been the major holders of liquidity (deposits payable 
at par on demand) and the main providers of the payments services (cheques 
and, increasingly, electronic payments) that underlie virtually every business 
transaction. Loss of confidence in the value of liquid deposits and failure of the 
payments system would have serious repercussions throughout the economy. As 
a result, banks have been the subjects of more focussed public policy concern 
than the rest of the financial services sector. One consequence of this greater con- 
cern has been the provision to banks of a safety net including deposit insurance 
and access to liquidity support from the central bank (see Exhibit 2.2). 


Being widely held ensures that a bank is not subject to the pressures of a con- 
trolling shareholder. Experience clearly demonstrates that being widely held 
does not ensure safety and soundness, but the debates in Canada since 1985 
have demonstrated a prudential preference on the part of regulators and pol- 
icy makers that large banks be widely held. The view is largely based on the 
concern that a controlling shareholder, for reasons of self-interest, might cause 
investment decisions to be made that are not in the best interests of the depos- 
itors. A specific concern is that depositors’ funds, raised on the strength of 
deposit insurance, would be directed to fund the commercial enterprises of the 
institution’s owner. This could ultimately affect the solvency of the institution, 
and could also result in distortions in credit allocation in the economy. 
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Exhibit 2.2 
What is the Safety Net? 


1 For recent summaries of the research in this area, see Myron L. Kwast and S. Wayne Passmore, The Subsidy 
Provided by the Federal Safety Net: Theory, Measurement and Containment, (Washington D.C.: Board of 
Governors of the Federal Reserve System, December 1997) and Gary Whalen, The Competitiveness Implications 
of Safety Net-Related Subsidies, Economics Working Paper 97-9 (Washington D.C.: Office of the Comptroller of 
the Currency, May 1997). 


1S 


In April 1985, the federal government released its Green Paper® containing 
policy options for discussion. This was followed in 1986 by policy proposals in 
the Blue Paper.? The key ownership provisions of these two papers are summa- 
rized in Exhibit 2.3. Both sets of proposals reflected the difficulty in achieving 
the appropriate balance between conflicting objectives. Many would view wide 
ownership ensuring no commercial links as the ideal ownership regime for 
financial services firms. However, a prohibition on commercial links constitutes 
a barrier to the entry of new competitors. Further, any new ownership regime 
does not start with a clean slate: divergent ownership structures exist and need 
to be accommodated in any new approach: 


While the structures and ownership restrictions discussed in 1985 and 1986 
were not adopted as originally proposed, there are a number of important prin- 
ciples that can, in retrospect, be distilled from the debates of the 1980s: 


e the desirability from a prudential and Canadian-control standpoint to have 
the largest financial institutions widely held; 


e the recognition that commercial owners can be an important source of com- 
petition in the financial sector; and 


e reconciliation of these conflicting objectives by means of a size-based owner- 
ship regime, ensuring that the largest institutions are widely held, allowing 
some institutions to be closely held, and providing a middle range where 
there can still be a controlling shareholder. 


The ownership debates from 1985 and 1986 continued as draft trust legislation 
was introduced (but not passed) in 1987 and a White Paper was released in fall 
1990.!° The regime which ultimately emerged ensured that the core of the 
financial sector would be Canadian-controlled by continuing the widely-held 
regime for banks, and requiring that large demutualized insurance companies 
would also have to be widely held. 


Despite some discomfort on the part of regulators, existing closely held financial 
institutions were not required to meet the same widely-held regime as Schedule I 
banks. Instead, a compromise modelled on the Blue Paper proposals was intro- 
duced to require institutions (other than Schedule I banks and mutual insurance 
companies) with more than $750 million in shareholders’ equity to have 35 per- 
cent of voting shares widely held and listed on a stock exchange. This was 
intended to ensure that directors would be accountable to minority shareholders 
and subject to the governance requirements for publicly traded firms in deter- 
mining that their stewardship decisions were in the best interests of the institution 


8 The Regulation of Canadian Financial Institutions: Proposals for Discussion Department of 
Finance, 1985. 


° New Directions for the Financial Sector, Department of Finance, 1986. 


'0 Reform of Federal Financial Institutions: Legislative Proposals, Department of Finance, 1990. 
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and all shareholders, rather than those of the controlling shareholder alone. It also 
imposed market discipline since public companies are required to disclose all 
material facts and are subject to scrutiny by analysts and rating agencies. 


Exhibit 2.3 
Green and Blue Paper Ownership Proposals 


Institution type Green Paper Blue Paper 


Banks: 
e Schedule A widely held — 10/25 rule 


e Schedule B owned by a foreign bank 
domestic banks within 10 years 
of start-up may be closely held 
at least 35 percent public 
shareholdings within five years 
of reaching $750 million in capital 
shareholders with more than 
10 percent may not participate in 
new issues, so that over time no 
shareholder would have more than 
10 percent 

e Schedule C 


Trust and new incorporations limited to 
insurance applicants with no significant 
companies commercial interests 
commercial interests not permitted 
to acquire or increase significant 
ownership positions (10 percent or 
more) in companies with more than 
$50 million in capital 
35 percent public float for firms with 
more than $50 million in capital if 
commercially linked, $750 million 
threshold if no commercial link 


Holding ownership requirements for each 
Company type of financial institution can be 
met at the institution or holding 
company level 
a widely held holding company 
could own a bank 
35 percent public float require- 
ment if the holding company 
held only non-bank institutions 
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Where regulated institutions were held by unregulated entities, the concerns of 
the supervisor about access to the parent and the ability to obtain an overview 
of the business of the entire financial conglomerate were met in practice by 
obtaining undertakings from both the holding company and the regulated sub- 
sidiaries. This is viewed as less satisfactory than dealing with a widely held 
entity or a regulated parent, with practical experience being mixed. 


In some cases, the regulator has had satisfactory access to information and the 
controlling shareholder has, in fact, been viewed as a source of managerial and 
capital strength for the financial institution subsidiary. In the case of a number 
of failing firms, regulators have found their ability to obtain an accurate view 
of the financial condition of the entire financial conglomerate to be inadequate. 
Also, the unsatisfactory experience in reaching restructuring agreements with 
troubled trust companies in the early 1990s led to amendment of the Canada 
Deposit Insurance Corporation Act in 1992 to permit the Corporation, in lim- 
ited circumstances, to seize control of and restructure failing deposit-taking 
institutions (DTIs). Even with this enhanced power, dealing with a controlling 
shareholder by means of undertakings is a compromise. If there are to be 
closely held institutions, the regulator would clearly prefer to have the right of 
access to information, and the ability to take remedial action when required, 
ensured by statute without having to rely on negotiated undertakings. 


Consideration of the current regime and its recent evolution has prompted the 
Task Force to explore a number of specific ownership issues. First, given the 
convergence in the financial sector, which will continue to blur the distinctions 
between types of institution, is it appropriate to consider a single ownership 
regime for all financial institutions? A second question is how greater flexibil- 
ity might be provided while retaining the benefits of a wide-ownership regime. 
A third area to explore is whether the size-based regime that currently applies 
to insurance and trust companies and Schedule II banks might be further 
refined and more broadly applied. The following brief review of international 
experience provides some further insights that contribute to the conclusions 
drawn by the Task Force. | 


International Experience 


In reviewing the approach taken in other countries, it is important to note that 
there are often significant differences between what is described in law and 
what is observable in practice. For example, as illustrated in Exhibit 2.4, while 
many countries do not have written ownership restrictions, most require for- 
mal or informal government approval of ownership changes. This power has 
often been used to ensure that institutions, particularly major institutions, are 
widely held and domestically controlled. 
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Almost all of the largest banks and insurance companies around the world are 
widely held despite the lack of formal requirements that this be the case. The 
U.S. and the U.K. situations illustrate how the practical impact of banking and 
insurance ownership restrictions can be quite different from what would be 
suggested simply by a reading of legislation. 


U.S. federal legislation has maintained a long-standing legal prohibition on the 
linking of banking and commerce, but in recent practice a commercial entity 
can easily provide banking functions by acquiring a federal thrift licence!! or a 
state banking charter. The largest U.S. banks are widely held, but numerous 
smaller banks and near-banks are closely held and/or are part of an unregu- 
lated commercial conglomerate. Insurance companies and securities firms also 
frequently own a thrift or state-chartered bank, so banking and insurance as 
well as banking and securities dealing can be conducted within the same con- 
glomerate despite the legal restrictions on banks and bank holding companies. 


Individual thrifts and thrift-holding companies may be closely held by commer- 
cial firms or by financial services firms such as insurance companies or investment 
dealers. Large commercial firms that have owned or currently own thrifts are: 


¢ Ford Motor Company, the second-largest auto manufacturer in the United 
States (Ford also engages in vehicle financing through its financing subsidiary); 


e Sears Roebuck and Company, one of the world’s largest retailers; 


e ITT Corporation, a leading hotel, gaming, entertainment and information 
company; 

e Weyerhaeuser Company, the world’s largest private owner of softwood tim- 
ber and producer of wood and paper products; 


e Temple Inland Inc., which has major interests in paper, packaging, building 
products and financial services; and 


e Pulte Corporation, one of the largest U.S. builders of single-family homes, 
also engaged in mortgage banking. 


It appears that these thrifts were purchased because they offered some synergy 
between the thrift customers and the customers of the commercial firm. 
Examples include offering the firm’s products to the thrift’s customers or allow- 
ing thrift customers to conduct financial transactions through the firm’s 
existing distribution systems, such as grocery stores.'? 


11 A federal savings bank or “thrift” is a near-bank depository institution. The distinguishing feature of a 
thrift is that it must maintain a specific amount of assets in defined thrift investments, primarily housing 
loans and consumer credit. Because of this restriction, thrifts, unlike banks, are not major providers of 
commercial credit. However, a thrift that is part of a holding company or commercial structure can be 
affiliated with an unregulated finance company that provides bank-like commercial credit. 


12 Office of Thrift Supervision, Holding Companies in the Thrift Industry Background Paper 
(Washington, D.C.: Department of the Treasury, April 1997). 
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Regulation in the U.K. has evolved significantly in the last 20 years, with the 
most recent changes focussing more on the role and powers of regulatory 
authorities than the ownership structure and powers of financial institutions. 
The most significant development has been the creation of the Financial 
Services Authority (FSA), which combines in one body the prudential and 
market conduct functions of nine agencies dealing with deposit-taking, life 
insurance, securities and investment management.!? 


There are no explicit ownership restrictions for U.K. banks and insurance 
companies. The FSA must approve any “shareholder-controller” of a bank. In 
considering whether a prospective shareholder meets the “fit and proper” cri- 
terion, the FSA will consider, among other things, “the likely degree of influ- 
ence the person will bring to bear on the conduct of the institution’s affairs and 
whether the financial position, reputation or conduct of the person is likely to 
damage the institution through contagion.” !4 While in principle banks may be 
owned by commercial firms, such ownership arrangements are not wide- 
spread!5 and the largest U.K. banks are widely held (see Exhibit 2.4). This is 
generally thought to be a function of concern by the regulator about potential 
conflicts of interest, contagion and expansion of the safety net if commercial 
entities have substantial shareholdings in major banks.!* There is evidently less 
concern about these risks for smaller retail-focussed banks, as evidenced by the 
approval of bank ownership by leading supermarket chains such as Sainsburys 
and Tesco. 


In addition to being widely held, the largest banks in the U.K. are domestically 
headquartered. As with commercial ownership, there is no explicit restriction 
on foreign ownership but it would appear that the Bank of England, as well as 
the Office of Fair Trade and the Monopolies and Merger Commission, have 
historically used discretion to discourage foreign takeover of large clearing 
banks. The proposed 1982 acquisition of the Royal Bank of Scotland by the 
Hongkong and Shanghai Banking Corporation was rejected on “national inter- 
est grounds.” However, the same bank’s 1992 acquisition of a larger U.K. 
bank, Midland Bank, was approved. A significant difference in the two cases is 
that in 1992 the actual acquirer was HSBC Holdings plc, the U.K.-based hold- 
ing company parent of Hongkong and Shanghai Banking Corporation. HSBC 


'3 For more detail, see “Report to the Chancellor on the Reform of the Financial Regulatory System,” 
(Securities and Investments Board, July 1997) and the eight subsequent discussion papers issued by 
the FSA. 


4 Maximilian J.B. Hall, Banking Regulation and Supervision: A Comparative Study of the U.K, 
U.S.A. and Japan (Aldershot, Hants: Elgar Publishing, 1993) p. 40. 


'S United States General Accounting Office, Bank Regulatory Structure: The United Kingdom, 
December 1994, p. 11. 


16 Hall, Banking Regulation, p. 41. 
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Holdings plc had been established in 1990 to facilitate regulatory consent to 
a major U.K. acquisition by making the ultimate parent of the banking group 
a U.K.-domiciled company. 


Reconsidering Current Policy 


A number of issues should be considered in assessing whether the ownership 
policy that now exists is appropriate for the financial services sector Canada 
should have in the future. Wide ownership can assure the maintenance of 
Canadian-controlled and -headquartered financial institutions, and can contri- 
bute to prudential objectives. However, wide ownership can constrain compe- 
tition by imposing barriers to entry on certain types of potential players in the 
financial services sector. 


Most public comment on ownership policy has centred on the so-called “10 per- 
cent rule,” which precludes any shareholder from owning more than 10 percent 
of any class of shares of a Schedule I bank. In the many submissions that were 
received by the Task Force, very few supported removing the 10 percent rule. 
Some argued that the rule unduly constrained share values and business strate- 
gies by restricting Canadian banks in the use of their shares as currency in 
acquisitions of other institutions, particularly foreign banks. Research con- 
ducted for the Task Force found no “direct evidence of gross undervaluation or 
of seriously inflated capital costs” for Canadian banks because of the existence 
of the 10 percent rule.!? While the 10 percent rule might constrain business 
acquisitions, executives who met with the Task Force suggested that it was not 
as important a deterrent as the accounting treatment of goodwill in an acquisi- 
tion, the low value of the Canadian dollar, or the very high price-earnings mul- 
tiples on U.S. banks arising from the rapid pace of consolidation triggered by 
the removal of the remaining barriers to U.S. interstate banking. 


Several of the banks urged that if the 10 percent rule were to be retained, it 
should be clearly seen to be a principle based on the national interest and not 
a privilege or protection for bank management. 


Ownership issues go far beyond the 10 percent rule for banks. As noted earlier, 
the 1992 legislation required that, should the large Canadian mutual life insur- 
ance companies choose to demutualize, they would have to be widely held. All 
of these companies have recently announced their intention to demutualize and 


17 Gerald Garvey and Ron Giammarino, Ownership Restrictions and the Value of Canadian Bank 
Stocks, Research Paper Prepared for the Task Force on the Future of the Financial Services Sector, 
(Ottawa, September 1998). Garvey and Giammarino conclude that there may be a takeover 
premium that potential target bank shareholders do not enjoy because of the 10 percent rule. For 
industrial companies traded on the Toronto Stock Exchange (TSE), this premium could be as large 
as 10 percent. The authors find that, on average, controlling shareholders do not have a substantial 
effect on firm value; however, they identify specific instances where a significant shareholder can 
have a positive effect. 


a) 


the issue of their future ownership structure is squarely on the agenda of the 
Task Force. The Task Force has concluded that the national interest would best 
be served by a fundamental re-examination of the current ownership regimes 
for all federal financial institutions. There is a continuing need to balance entre- 
preneurship and competition in the financial services sector with the long- 
standing goals of safety and soundness and Canadian control. 


A Single Ownership Regime 


The vision that the Task Force has for the financial sector!® features a continu- 
ing convergence of the businesses of competing financial institutions, driven by 
innovation and consumer preferences and facilitated by regulatory change. As 
this convergence continues, banks will continue to become less special by doing 
more and more business that is not based on intermediation of savings or pro- 
viding payment services. At the same time, other institutions — trust companies, 
credit unions and insurance companies in particular — will increasingly be pro- 
viding the same kinds of intermediation and payments services traditionally 
provided by banks as well as competing more vigorously with them in other 
markets. As institutions continue to converge in the functions they perform, 
any reasons that might have existed to discriminate between them on the basis 
of ownership requirements become less and less compelling. 


There is no logical reason to apply different ownership regimes to regulated 
financial institutions merely because one is incorporated under the Bank Act 
and another, for example, under the Insurance Companies Act or the Trust and 
Loan Companies Act. In an era in which the blurring of the distinctions 
between financial institutions continues unabated, measured by the business 
activities that they in fact carry on, the Task Force believes that there should 
be a single ownership regime. 


This is a logical consequence of the evolution of the financial services business. 
Canadian financial conglomerates with their roots in the life insurance business 
increasingly have activities that extend far beyond that business into aspects of 
wealth management. If the proposals of the Task Force are accepted,” life insur- 
ance companies will also be empowered to deliver payment services. As they 
enter the payments system, it will become important that the same prudential 
considerations related to commercial links and ownership are applicable. There 
is no rational basis for maintaining distinctions in the ownership regime. 


With respect to whether such institutions should be widely held or not, the 
Task Force is of the view that wide ownership serves two important objectives 
that are worth preserving. The first is significant Canadian control of our 


18 The vision is set out in the final report of the Task Force. 
19 


These are developed in Chapter 4 of this paper. 
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financial services sector.2° The second is the separation of commercial and 
financial interests. Since 1992, financial institutions have been subject to much 
more stringent and rigorous related-party transaction rules, introduced in large 
measure because of failures of trust and loan companies that were owned by 
commercial interests in the late 1980s and early 1990s. In principle, these 
related-party transactions make it less necessary to insist on the strict separa- 
tion of commercial and financial interests. However, these provisions, intro- 
duced in 1992, have not yet been seriously tested since the economy and 
financial institutions have performed quite well since the last round of legisla- 
tive changes. The Task Force is also aware that very few other major industri- 
alized countries have historically allowed commercial ownership of banks, and 
particularly large banks (even though this restriction is becoming more relaxed 
in the United States and United Kingdom for smaller banks). 


The Task Force believes that both Canadian control considerations and pru- 
dential factors suggest that large, regulated financial institutions should be 
widely held. While the Task Force is well aware that widely held institutions are 
not immune from failure, it has been struck by the fact that the vast majority of 
large financial conglomerates around the world are widely held. In addition, 
wide ownership will facilitate the objective that large financial conglomerates — 
whether led by banks, insurers or trust companies — will continue to be based 
in Canada well into the next century. 


The Task Force therefore proposes that the current disparate ownership 
regimes for federal financial institutions be replaced by a regime that is consis- 
tent across sectors and is based on the size of institution, measured by share- 
holders’ equity. The current requirement for any “significant interest” (holding 
of more than 10 percent of any class of shares) in a federally incorporated 
financial institution to be approved by the Minister would be retained. The 
largest financial institutions, those with shareholders’ equity in excess of $5 bil- 
lion, will have to be widely held?!. Smaller financial institutions, including 
smaller banks, will not have to be widely held. Institutions with less than 
$1 billion in shareholders’ equity can be wholly owned by any individual or 
group, subject only to the Minister approving them as “fit and proper” own- 
ers. Institutions with more than $1 billion (but less than $5 billion) in share- 
holders’ equity will be required to have at least 35 percent of their voting 
common shares widely held and publicly traded. The key elements of this 
approach are outlined in Exhibit 2.5 and discussed in the following sections. 


20 The concept of Canadian control and reasons why the Task Force believes Canadian control 
is important are set out in Competition, Competitiveness and the Public Interest, Task Force 
Background Paper #1. 

21. Shareholders’ equity for the purpose of this ownership policy is defined to include loans granted to 
the company by the principal shareholder or related partners. 
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Exhibit 2.5 


Proposed Ownership Regime for Federal Financial Institutions 


Bank 


Widely held 
e current Schedule | banks 


e any with shareholders’ equity 
exceeding $5 billion 


Controlling shareholder permitted 
¢ no ownership restrictions except 
“fit and proper” test if share- 
holders’ equity is less than 

$1 billion 


35 percent public float of widely 
held voting common shares if 
more than $1 billion in share- 
holders’ equity 


must become widely held if 
shareholders’ equity exceeds 
$5 billion 


current Schedule | banks with 
less than $5 billion in share- 
holders’ equity can, with two 
thirds majority shareholder 
approval, request permission 
from the Minister to have 
applied the ownership restric- 
tions appropriate to their size 
as measured by shareholders’ 
equity 


Cooperative bank 
e member-owned 


e widely held by definition 


¢ demutualization regime parallels 
insurance demutualization 


Controlled by a foreign 
financial institution 
e normal size-based rules apply 


e Minister would have the ability 
to exempt subsidiaries from 
the requirement to have a 
35 percent public float 


Insurance company 


Widely held 
® same as banks 


Controlling shareholder permitted 


-* same as banks 


Mutual insurance company 
Cooperative insurance company 
¢ policy holder — owned (mutual) 


-@ memberowned (cooperative) 
¢ widely held by definition 


e demutualization permitted 
pursuant to regulations 


Controlled by a foreign 
financial institution 
® same as banks 
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Trust company 


Widely held 
e same as banks 


Controlling shareholder permitted 
e same as banks 


Cooperative trust company 
¢ member-owned 
e widely held by definition 


e demutualization regime parallels 
insurance demutualization 


Controlled by a foreign 
financial institution 
e same as banks 


Definition of “Widely Held” 


In reconsidering the definition of “widely held,” the Task Force was guided by 
the desire to both facilitate alliances and enhance the governance of financial 
institutions. 


The financial services industry around the world is rapidly restructuring. Some of 
the restructuring may take the form of mergers or other business consolidations 
that, in a Canadian context, are the subject of comment elsewhere.*2, However, 
other important restructuring opportunities will also exist, some of which may be 
unavailable to Canadian institutions because of the present definition. 


More flexibility is required to enable companies in the Canadian financial 
sector to restructure as the sector in the rest of the world goes about the same 
process. However, for the reasons noted earlier in this paper, it would not be 
in the national interest to abandon the widely-held rule entirely or to replace it 
with one dependent entirely upon Ministerial discretion. Some clear but more 
flexible framework is required. 


Such a framework should be designed to facilitate the ability of financial and 
non-financial companies, wherever incorporated and located, to enter into 
mutually beneficial relationships with regulated Canadian financial institutions 
(including a more substantial ownership position than 10 percent) without 
compromising the Canadian-control and prudential objectives. 


To provide this more flexible framework, the Task Force proposes that “widely 


held” be defined as follows: 


¢ No shareholder would be allowed to own, directly or indirectly, more than 
10 percent of any class of shares in a widely held institution without the 
approval of the Minister of Finance. 


e The Minister of Finance would have discretion to permit ownership posi- 
tions of up to 20 percent, including all direct and indirect holdings, so long 
as all shareholders allowed by the Minister to own more than 10 percent do 
not collectively own or control more than 45 percent of any class of shares. 


e Any two or more persons acting in concert pursuant to any formal or infor- 
mal agreement or understanding would be deemed a single shareholder for 
the purposes of determining the allowable ownership stake in a financial 
institution. 


e The Minister could also permit a shareholder to temporarily exceed the 
20 percent limit, subject to an acceptable divestiture plan to be executed 
within a fixed time period, in order to facilitate transactions considered to 
be in the public interest. No shareholder would be able to vote more than 


22 See Competition, Competitiveness and the Public Interest, Task Force Background Paper #1. 


pais 


20 percent of the shares, even if the minister has permitted a shareholder to 
temporarily exceed the 20 percent limit. 


Details would have to be finalized, but the following are the key elements of a 
workable regime: 


e Anyone contemplating obtaining more than a 10 percent ownership position 
would apply in advance to the Minister for approval. 


e The Minister would have unfettered discretion, similar to that outlined in 
section 27 of the Bank Act relating to the incorporation of a bank. In addi- 
tion to the general requirement that the shareholder meet a “fit and proper” 
test, the Minister would be likely to want to consider whether the share- 
holding above 10 percent would facilitate a business alliance or acquisition, 
improve corporate governance, or otherwise benefit Canada and Canadians. 
An approval to facilitate an alliance or business combination would gener- 
ally be expected to provide greater benefit to Canada and Canadians than an 
increased shareholding by a passive investor. 


¢ Once approval is provided, the applicant would have a period of time fixed 
by the Minister to acquire shares. At the end of the fixed period the share- 
holder would not be permitted to further increase the ownership position 
even if the actual percentage of shares acquired fell short of the level approved 
by the Minister. For example, if a shareholder had received approval to hold 
20 percent but only attained 15 percent, a further approval would be required 
for the shareholder to increase holdings above 15 percent. This would prevent 
an entity from acquiring and holding a valuable approval without using it. 


e The Ministerial approval would apply only to the shareholder to whom it was 
granted. A shareholder with more than a 10 percent holding could sell any or 
all of the ownership position without the prior approval of the Minister pro- 
vided that such a sale would not result in any other shareholder(s) having 
more than 10 percent ownership. Thus, a 20 percent shareholder could sell a 
5 percent share to four purchasers, but could not sell 15 percent to one pur- 
chaser unless the Minister approved an application from that purchaser. 


The proposed 20 percent threshold will accommodate significant transactions 
which are in the interest of the financial institution and its stakeholders (includ- 
ing its shareholders, employees and customers) and of Canada, but which are 
presently constrained by the 10 percent rule. For example, as distribution chan- 
nels and the scope of business activities carried on by Canadian financial con- 
glomerates continue to expand, beneficial business alliances may be available, 
but only if the alliance participant is able to obtain a significant, though not 
necessarily a controlling, share interest in the financial institution. 


Such business alliances could be of many forms. In an era of globalization, cross- 
border investments between financial institutions are increasingly common. 
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The relationships they offer can provide a means for Canadian financial insti- 
tutions to obtain long-term linkages with institutions based outside Canada, 
with the resulting potential for enhanced efficiency and for innovative products 
and delivery channels. For example, the foreign institution may, either itself or 
through its activities or alliances in other parts of the world, provide a platform 
for the Canadian domestic institution to offer improved services to its 
Canadian customers doing business abroad. To take another example, compa- 
nies historically not active in the financial sector may be interested, in a joint 
venture context, to expand their businesses to include financial products. 
Consumer products distribution companies (such as supermarkets) and infor- 
mation technology companies, for instance, are already pursuing business 
strategies through which they will become active participants, in one way or 
another, in the financial services business. 


As noted, some third parties may be willing to forge such an alliance only if 
they are able to obtain a substantial investment in the alliance partner. Others 
may be willing to participate only if equity accounting is available to permit 
the alliance partner to include the annual earnings of the investee financial 
institution in its own financial statements. While a 20 percent shareholding 
would not guarantee that treatment, it would enhance the possibility of equity 
accounting and the business relationships that might flow from it. An increase 
of permitted shareholdings to 20 percent, subject to Ministerial review, would 
permit Canadian domestic financial institutions to build alliances with these 
new market participants. In doing so, they could become stronger institutions, 
thereby enhancing competition in the market as well as the safety and sound- 
ness of the Canadian financial system. 


The 20 percent threshold will also facilitate acquisitions by Canadian financial 
institutions in which the use of shares as acquisition currency is constrained by 
the present widely held rule. Assume, for example, that a Canadian bank is con- 
sidering the acquisition of a financial institution based in the United States, with 
a large controlling shareholder. The 10 percent rule prevents the bank from issu- 
ing its shares to accomplish the acquisition if the controlling shareholder of the 
target company would, after the transaction, hold more than 10 percent of the 
shares of the Canadian bank. The increase in the permitted shareholdings from 
10 percent to the proposed 20 percent will, in itself, substantially increase the 
scale of acquisitions that may be undertaken in the future. 


An additional important feature of the ownership regime is the Task Force 
proposal that shareholdings could, for a temporary period, exceed the new 
20 percent threshold. This would be permitted only in circumstances in which 
the Minister concluded that the excess was required to facilitate a transaction 
(such as the acquisition by a Canadian financial institution of another business) 


vay) 


in the public interest. This provision is intended to address the concern expressed 
to the Task Force that any widely held rule, whatever the chosen threshold, may 
constrain a Canadian institution wishing to acquire, through a share exchange, 
a target company controlled by a large shareholder. 


The discretion for the Minister to approve transactions that would create a 
shareholding in excess of 20 percent is intended to permit larger commercial 
transactions considered to be of benefit to Canada. The Minister would be per- 
mitted to exercise the discretion only if the party receiving the incremental 
shares undertook to dispose of them in a time frame and on a basis negotiated 
with the Minister. The Minister should have the authority to negotiate binding 
undertakings to achieve this result. In addition, a single shareholder would be 
limited by an enforceable undertaking to exercise the vote of no more than 
20 percent of the shares during the period in which holdings exceeded this level. 


Another benefit of permitting shareholdings of up to 20 percent in widely held 
institutions is the potential to enhance the governance of Canada’s largest finan- 
cial institutions. The ability of financial institutions to survive and prosper by 
pursuing successful strategies, along with the resulting safety and soundness of 
the financial system, is increasingly dependent upon effective governance within 
the institutions themselves. External regulation by governmental authorities 
such as the Office of the Superintendent of Financial Institutions (OSFI) and the 
Canada Deposit Insurance Corporation (CDIC) cannot be relied upon as the 
only bulwark. Instead, solid corporate governance is, and must be, the first 
point of reliance. The Task Force expects that knowledgeable investors permit- 
ted an ownership stake of more than 10 percent will enhance corporate gover- 
nance by bringing a sophisticated knowledge of the industry and its evolving 
best practices to the table, thereby strengthening Canadian institutions. 


It is true that more concentrated ownership makes it easier for shareholders to 
influence management. There is no authoritative or precise calculation of what 
level of ownership defines the best trade-off between improving corporate gov- 
ernance through larger permitted shareholdings and the risk that a shareholder 
may exercise control in practice and possibly influence management to act in the 
interests of the shareholder at the expense of depositors and policy holders. The 
proposed change to allow a 20 percent shareholding, with the further proviso 
that no three shareholders can control more than 45 percent, reflects a judgment 
that this would provide a more appropriate balance than the current regime. 


The Task Force is proposing that shareholdings beyond 10 percent not be gen- 
erally available for passive investments in which the investor adds no value 
beyond its investment in the ongoing business. 
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The Task Force suggests that the Minister issue guidelines to identify the cir- 
cumstances in which the Minister would be prepared to consider an application 
to exercise the discretion. Those guidelines would outline the factors considered 
by the Minister as likely to give rise to public interest benefits from the increased 
share ownership (such as enhancing domestic competition, fostering innovation, 
facilitating restructuring or acquisitions, providing access to foreign markets, or 
providing Canadian businesses active outside Canada with improved access to 
high-quality financial products from Canadian financial institutions at reason- 
able cost). The guidelines should also outline the process by which an investor 
proposing an excess shareholding would seek and obtain approval. 


A widely held, regulated financial institution that is incorporated in Canada 
should be able to hold up to 100 percent of the shares of another regulated 
financial institution, regardless of size. 


This new ownership regime will mean that large Canadian institutions 
continue to be widely held, albeit with the potential for shareholders with 
somewhat larger interests than is presently the case. It will maintain the bene- 
fits of Canadian control and the prudential assurances which flow from wide 
ownership. At the same time, it will facilitate business alliances, innovation, 
domestic competition and growth of successful Canadian institutions at home 
and abroad. 


Encouraging Other Competitors 


Those, then, will be the rules for Canada’s largest financial institutions. What 
of the smaller companies? As noted above, it is proposed that financial institu- 
tions with equity of less than $1 billion may be owned by any individual or 
group, without ownership restrictions except the “fit and proper person” test. 
Institutions would be expected to meet progressively more stringent widely- 
held requirements as their shareholders’ equity grows. An investor starting a 
new venture would have the ability to maintain the fruits of the risk invest- 
ment, and the flexibility and other benefits of close ownership, for a very long 
time. This change should be of particular importance in the banking business. 
Under the present rules, the 10 percent rule is now enforced in full after 
10 years of a bank’s business life, whatever may be its size at that time. 


Institutions with shareholders’ equity of between $1 and $5 billion would be 
required to have a public float of voting common shares that amounts to at 
least 35 percent of all such common shares. The Minister should have the right 
to approve the terms and conditions of any such shares. Once an institution 
has reached the $1 billion shareholders’ equity threshold, the Task Force 
believes that its size and significance in the Canadian financial services sector 
will justify such a widely-held public float of not less than 35 percent of the 
company’s voting common shares. 


a 


This requirement is similar but not identical to the current regime for insurance 
and trust companies and Schedule II banks. It differs in that the threshold will 
be $1 billion rather than $750 million and that the public float requirement 
must be satisfied by the listing of common shares rather than voting shares of 
some other class. Like the current approach, this new proposal is designed to 
ensure the benefits of wide market ownership, including transparency, indepen- 
dent directors, and the discipline of investor and market analyst scrutiny, based 
upon timely and meaningful disclosure of the company’s business and affairs. 
Mid-sized companies in this category present substantially greater prudential 
risks than smaller institutions but, the Task Force believes, are of such a size that 
the benefits of fostering competition through permitting a continued control 
block of shares outweigh the prudential considerations. At the $5 billion thresh- 
old level, these considerations justify the full application of the widely-held rule. 


Institutions reaching the $1 billion and $5 billion thresholds would have a rea- 
sonable time period to comply with the 35 percent and widely-held require- 
ments respectively. This window is meant to ensure that companies can choose 
what they view as a favourable time to issue new shares or sell all or part of a 
control block. 


This ownership regime is designed to encourage new entrants. With some notable 
exceptions such as First Nations Bank, in recent years there have been few new 
financial institutions started from scratch in Canada. There should in the future 
be more potential for new entrants to participate successfully by pursuing a spe- 
cialized product or a carefully designed target market, employing state-of-the-art 
technology and the most modern of product development and marketing meth- 
ods. The change of the ownership rules will enable niche investors to pursue long- 
term strategies within a closely held corporation on a long-term basis. 
Accordingly, it should create incremental business opportunities. It is an impor- 
tant part of the strategy recommended by the Task Force to enhance competition. 


Safety and Soundness 


From a prudential point of view, the greatest concern must be with the largest 
institutions, because their failure could create serious systemic risk issues. The 
revised widely-held rules will apply to those companies. However, ownership 
rules and other regulatory principles should not be designed with the objective 
that no institution of any size could ever fail. Scope must be left for entrepre- 
neurship and risk-taking, and for the attendant hazards of business failure so 
long as systemic risks are managed. 


In addition, and of great importance, the Task Force believes that it should be 
possible, through the existing related-party rules and other ring-fencing prac- 
tices as might be thought appropriate, to minimize the likelihood for improper 
conduct and resulting business failure in all institutions. However, the public 


cannot expect regulation to guarantee business success. The rules should facili- 
tate, not frustrate, entry. The Task Force is persuaded that the new regime con- 
stitutes a more appropriate balance between the competing goals of competition 
and of safety and soundness. 


Specific Considerations 


While these would be the rules of general application, there are specific issues 
that will have to be resolved in implementing the new policy. 


Common Ownership of Financial Institutions 


Where a single owner, or group of related owners, has effective control”? of 
more than one regulated financial institution, the combined shareholders’ equity 
of all such regulated financial institutions should be aggregated for purposes of 
applying the appropriate ownership regime. In effect, institutions in which a sin- 
gle owner or group of related owners has effective control should be deemed to 
be a single financial institution for purposes of the ownership policy. 


Where the size of the combined shareholders’ equity of the institution, defined as 
above, exceeds $1 billion or $5 billion, the relevant ownership rules should be 
complied with. The owner should be required to bring the ownership of the effec- 
tively controlled institutions, as a group, into conformity with the policy by either: 


i) diluting the ownership position in one or more of the institutions so that 
the remaining group complies with the ownership policy; for example, 


e if the combined shareholders’ equity of the institutions in which there is 
effective control exceeds $1 billion, the owner may divest to 65 percent 
in each of the institutions or divest to a non-controlling interest in one or 
more institutions so that the combined shareholders’ equity of the 
remaining controlled institutions conforms with the ownership policy; 


e If the combined shareholders’ equity of the institutions in which there 
is effective control exceeds $5 billion, the owner may divest to a non- 
controlling position in one or more of the institutions so that the 
combined shareholders’ equity of the remaining controlled institutions 
conforms with the ownership policy; or 


ii) restructuring his holdings to create a regulated holding company or oper- 
ating financial institution parent that controls the entities in which case the 
ownership rules may be complied with according to options described 
above under i) or at the level of ownership of the regulated holding 
company or operating financial institution parent. 


23 To be determined by OSFI in the circumstances. For example, a 40 percent holding in an institution 
under $5 billion in shareholders’equity could be deemed to be effective control depending on how 
the balance of the shares are held. 


33 


Non-conforming Ownership 


Exhibit 2.6 presents a list of major Canadian financial institutions and recent 
estimates of their shareholders’ equity. These estimates illustrate how institu- 
tions would fit in the proposed ownership regime. Actual calculations would 
have to be confirmed by OSFI. These estimates make it apparent that some 
institutions currently have share structures and ownership patterns that do not 
fully comply with the regime proposed by the Task Force for institutions of 
their size. It would be unreasonable to require those institutions, as a condition 
of continued participation in the Canadian market, to reshape themselves. 
Accordingly, it is proposed that in such cases, which are expected to be few in 
number, the present ownership structures would be grandfathered in terms to 
be resolved in the enabling legislation. The objective of the grandfathering pol- 
icy should be to ensure that the present economic value of those institutions 
and their shareholders is not lessened by the new policy but that, in the long 
term, steps would be taken so that the institutions would be onside. 


The Task Force proposes that a company with ownership currently not con- 
forming to the new rules be permitted to continue business without altering its 
ownership structures, subject only to OSFI being satisfied on an ongoing basis 
with the quality and substance of the undertakings provided by the controlling 
shareholder in respect of prudential issues. An institution with shareholders’ 
equity in excess of $1 billion and with a controlling shareholder at the time the 
new regime is introduced would not be compelled to dilute its ownership block, 
even if it is then or should subsequently grow to a size that would otherwise 
require it to be widely held ($5 billion in shareholders’ equity). A controlling 
shareholder wishing to sell its control would have the following options: 


1) Subject to Ministerial approval based on the “fit and proper” test, the owners of 
non-conforming control blocks would be permitted to sell to a single purchaser 
or group of purchasers even if the transaction did not bring the institution into 
compliance with (a) the 35 percent float requirement if it has $1 to $5 billion in 
shareholders’ equity, or (b) the widely-held requirement if shareholders’ equity 
exceeds $5 billion. Any subsequent disposition of the control block would be in 
accordance with one of the mechanisms in paragraph 2 below. 


2)In addition to option 1, the controlling shareholder, or a purchaser pursuant 
to the single transaction exemption contemplated in option 1, could dispose 
of the control block in any of the following ways: 
e Share issue to dilute the control block. 
e Sale to multiple purchasers, which would result in compliance with the 
applicable ownership principles. As with any other transaction, Ministerial 


approval would be required for any shareholder to own more than 
10 percent of the shares. 


Exhibit 2.6 


Total assets Total equity Market cap. 
Publicly traded financial institutions ($ billions) ($ billions) (S$ billions) 


Royal Bank? Oct. 31, 1997 

CIBC? Oct. 31, 1997 

Bank of Nova Scotia? Oct. 31, 1997 
Bank of Montreal? Oct. 31, 1997 
Toronto-Dominion Bank? Oct. 31, 1997 
Great-West Lifeco. Inc.° Dec. 31, 1997 
National Bank? Oct. 31, 1997 

CT Financial Dec. 31, 1997 

Laurentian Bank? Oct. 31, 1997 
Canadian Western Bank? Oct. 31, 1997 


Total assets Total equity Market cap. 
Mutuals, cooperatives and subsidiaries (S$ billions) (S$ billions) (S billions) 


Sun Life Dec. 31, 1997 
ManuLife Dec. 31, 1997 


Canada Life (includes estimate for 
Crown Life) Dec. 31, 1997 


Mutual Life ( includes estimate for 
MetLife Canada) Dec. 31, 1997 


Hongkong Bank of Canada Oct. 31, 1997 
Maritime Life Assur. Co. Dec. 31, 1997 
Imperial Life Assur. Co. Dec. 31, 1997 
Co-operators Group Dec. 31, 1996 

Royal Insurance Canada Dec. 31, 1996 
Wawanesa Insurance Dec. 31, 1997 
Aetna Life Ins. Co. Dec. 31, 1996 


Canadian General Insurance 
Group Ltd.4* Dec. 31, 1996 


AXA Canada Dec. 31, 1996 


1 Great-West Lifeco. Inc. and CT Financial are publicly traded owners of financial institutions, but are not themselves 
regulated financial institutions. 


2 Schedule | banks. 

3 The equity for GreatWest Lifeco Inc. is before consolidation adjustments to reflect $2 billion minority and other 
interests of policy holders and preferred shareholders, which are minority interests of the Great-West Life 
Assurance Company and its subsidiaries. See Annual Report, p. 51. 

4 Canadian General Insurance Group Ltd. was purchased by General Accident PLC of Britain at the end of 1997. 
The resulting entity is the largest Canadian property and casualty (P&C) insurer. 1997 Financial data was not 
available at the time of writing. 

Notes: Life insurance company assets include segregated funds. Equity includes share capital, retained earnings and 

surplus. It excludes subordinated debt. Equity estimated by Task Force staff from annual reports, OSFI Web site data 

and other public sources to illustrate how institutions would fit in the proposed regime. ING Canada is Canada’s fourth- 
largest P&C insurer, but does not make its financial statements available on a group basis. 
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e Sale to a foreign or domestic widely held financial institution which is 
approved by the Minister on the basis that it is a “fit and proper” owner 
(and without any requirement for the purchaser to provide the under- 
taking described in option 1). 


e Sale to a purchaser that has provided a divestiture plan acceptable to the 
Minister to achieve compliance with the ownership regime. 


As a result of these transition provisions, owners of existing control blocks 
would have a number of ways to maximize the value of their shares in the long 
term, including the important option of selling to widely held financial institu- 
tions which are not Canadian controlled. 


Smaller Banks 


The special circumstances of the smaller existing Schedule I banks will also 
have to be considered. There are three such institutions which are currently 
subject to the 10 percent rule but do not have shareholders’ equity in excess of 
$5 billion, namely the Canadian Western Bank, the Laurentian Bank and the 
National Bank. The Task Force proposes that these institutions would, in the 
first instance, become subject to the new widely-held regime (i.e., shareholdings 
could be increased to the 20 percent limit with Ministerial approval). However, 
the Task Force also recognizes that these institutions may consider that their 
business interests would best be served by reverting to the ownership rule that 
would otherwise apply to them by reason of their size. This would, for exam- 
ple, permit such institutions to pursue business strategies, including alliances 
with prospective partners, of a different nature and scope than would be the 
case if they remained widely held. 


These somewhat smaller Canadian institutions are promising platforms upon 
which to build stronger and even more competitive financial service businesses, 
firmly rooted in Canada. As a result, it is critical that they should have the great- 
est available flexibility as they consider how and when to reshape themselves. 
The ownership proposals of the Task Force would, for example, permit one of 
these institutions to develop a cross-ownership relationship with a commercial 
entity or foreign institution, or to take advantage of the proposed holding 
company regime (see Chapter 3) to form an alliance with other mid-sized 
players in the Canadian financial services sector. Accordingly, it is proposed 
that these institutions have the right to be recategorized out of the widely-held 
class of financial institutions and into the category (with the resulting owner- 
ship rules) which would apply by reason of their share capitalization. 


The recategorization would require the approval of the board of directors of 
the financial institution, confirmed by a special resolution of its shareholders 
and the approval of the Minister. The rules relating to the exercise of the 
recategorization right will have to be carefully designed so that the decision to 
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exercise the right cannot be forced on the institution by transactions proposed 
to the bank by a third party and which the board of directors of the bank 
would be obligated to pursue by reason of otherwise applicable legal princi- 
ples. The concern of the Task Force in this regard arises from a scenario in 
which a third party might make a takeover bid for a small bank, conditional 
upon recategorization. This could, in legal theory, force a restructuring and a 
business re-alignment upon the bank against its corporate will — something 
which could not be imposed if the institution were to remain within the widely- 
held regime. One option to avoid such a scenario might be legislation which 
provides that the institution in question should remain widely held for a spec- 
ified time period from the date of the recategorization, unless the Minister oth- 
erwise determines. 


Cooperative and Mutual Ownership 


Canada stands almost alone among developed countries in terms of the rela- 
tively small market share of second-tier institutions competing with the largest 
deposit-taking institutions. Institutions such as state-run postal savings offices, 
cooperative banks and regional banks are important counterweights to large 
institutions in highly concentrated banking markets in countries such as the 
Netherlands and Switzerland. While government cannot mandate the creation 
of a thriving middle tier in Canada, it is important that regulatory barriers to 
the growth of alternatives to the largest institutions be removed. To this end, 
the Task Force views it as vitally important to ensure that the cooperative sec- 
tor, rooted as it is in community participation, has every opportunity to grow 
and prosper. 


In the framework that the Task Force has recommended, financial institutions 
owned in a mutual or cooperative form are deemed to comply fully with the 
ownership rules. Concern was raised with the Task Force that the present 
regime may not fully accommodate cooperative ownership.‘ Since it is evident 
that these ownership forms fully meet the intent of wide ownership, there 
should be no suggestion in the policy that mutual or cooperative enterprises 
would be obliged, by reason of their size, to float their shares on the public 
market. The Task Force proposes that the necessary amendments be made to 
clarify that cooperative ownership complies with the widely-held provisions of 
the ownership regime. 


24 The concern raised by The Co-operators Group Limited is that section 411 of the Insurance 
Companies Act requires that any company upon reaching $750 million in shareholders’ equity, 
subject to a transition period, must “have, and continue to have, voting shares that carry at least 
35 percent of the voting rights attached to all of the outstanding voting shares of the company 
and that are (a) shares of one or more classes of shares that are listed and posted for trading on 
a recognized stock exchange in Canada; and (b) beneficially owned by persons (i) who have no 
significant interest in any class of voting shares in the company.” 
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A federal cooperative bank charter could enhance competition in three ways. It 
could provide a vehicle for stronger central organizations to better meet the 
needs of consumers, both by providing services to local credit unions and caisses 
populaires, and by providing some services directly to individual consumers (see 
Exhibit 2.7). Second, it might provide a vehicle for credit unions and caisses 
populaires to provide services across provincial boundaries. Some existing 
provincially chartered institutions, subject to compliance with provincial legis- 
lation, might apply for continuance as federally chartered cooperative banks. 
Third, the cooperative bank option provides another ownership structure for 
potential new entry into the banking business at a community level. Both the 
Mouvement Desjardins and Credit Union Central of Canada (CUCC) have sug- 
gested that the Task Force recommend the establishment of cooperative banks. 


Therefore, the Task Force proposes that a new category of federal financial insti- 
tution, distinguished by a cooperative form of ownership, be provided for in the 
federal legislation. Under this provision, credit unions, caisse populaires and 
credit union centrals, with the permission of their province of incorporation, 
could apply to be continued as banks or trust companies. In addition, new insti- 
tutions could be formed based on the cooperative principle of one member, one 
vote. Membership in cooperative financial institutions would be open to other 
cooperatives as well as to individual members. 


While the large mutual life companies have indicated their intention to become 
stock companies, there continue to be many smaller (mostly provincially incor- 
porated) mutually owned life and general insurance companies. Mutual owner- 
ship would continue to be a permitted ownership structure for federal insurance 
companies. 


Demutualizing Life Insurance Companies 


Mutual insurance companies around the world are converting to stock compa- 

nies to better position themselves to participate in the global restructuring of the 

financial services sector. The mutual ownership form precludes voting common 

shares. Among the benefits that arise from demutualization are the following: 

e Policy holders can realize on the value of the company through shareholdings. 

e There is greater flexibility in the type, timing and cost of capital. 

¢ Common shares can be used as acquisition currency. 

e The ability to provide options and share purchase plans can assist in attract- 
ing and keeping highly skilled employees. 

e The market discipline of being publicly traded may lead to greater innovation 
and efficiency. 


38 


Exhibit 2.7 
Competitive Small Institutions 


; than o ee ae the 5 Vainy of Sher small epost taking institutions ae 
- Canada akg also pe enhanced 4 such eee service Hae were to deve 


The four large Canadian mutual life companies (Mutual Life, Sun Life, Manulife 
and Canada Life) have announced their intention to demutualize.*> These com- 
panies pose special ownership issues. The current regime requires that large life 
insurance companies be widely held. The Task Force proposes that the owner- 
ship of demutualized companies be based upon their size, consistent with the 
ownership regime for all other federally incorporated financial institutions. An 
additional issue that requires consideration is whether there is a need for a 
transition period for newly demutualized companies, within which they would 
continue to be widely held, regardless of size. 


25 The 1992 legislation provided for the demutualization of insurance companies. Section 237 of the 
Insurance Companies Act provides that the Minister may approve a proposal to convert a mutual 
company in accordance with the regulations. The Mutual Company Conversion Regulations, which 
came into force on April 20, 1993, apply only to companies with less than $7.5 billion in total assets 
in Canada for the 1991 fiscal year. Regulations for the demutualization of large companies have not 
yet been promulgated. The industry has been working extensively with the Department of Finance 
in developing the new regulations and a consultation paper was released on August 27, 1998. 
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The question of a transition period has been raised because of the view that a 
newly demutualized life insurance company, without special legislative protec- 
tion, might find itself the subject of unwanted takeover activity in the period 
immediately following demutualization. Such activity may not be in the best 
interests of the institution or of Canada and Canadians. The Task Force 
believes that the demutualizing insurance companies provide an important 
platform to enhance competition in the Canadian financial marketplace. The 
Task Force agrees that, following listing of the shares of the company, it will 
require some time to attain full market recognition and value. Finally, the Task 
Force also agrees that it may take some time for newly demutualized com- 
panies, and their management teams, to fully adjust to the reality of life as 
listed public corporations, with the attendant aggressive scrutiny and market 
expectations created by value-conscious investors and market analysts. For all 
these reasons, demutualizing insurance companies should be provided with a 
breathing period to facilitate their restructuring. 


The Task Force has considered and rejected the suggestion that the transition 
should be a period in which all business combinations involving mutual insur- 
ance companies would be prohibited. The rapid pace of change currently in 
evidence provides an opportunity not only for the insurance companies but for 
other mid-sized and second-tier institutions in Canada to restructure and forge 
new alliances to better compete with the largest institutions in Canada and 
abroad. To exclude the demutualized companies from this process by requiring 
a business standstill would be a disservice to Canadian consumers as well as to 
the shareholders and employees of the companies themselves. The Task Force 
is also well aware that without a transition period these companies could simply 
be swallowed up by other large institutions. The challenge, then, is to provide 
a mechanism that would prevent unwanted takeovers while still facilitating 
restructuring of the sector. 


Approval of the Minister is required for any change in ownership of a federal 
financial institution. The views of the Task Force on the appropriate process, 
including provision for public input for transactions involving the largest finan- 
cial institutions, are detailed elsewhere.”° The Task Force proposes that there 
should be transition guidelines to be applicable for a three-year period 
following the demutualization of a life insurance company. The basic principle 
behind the guidelines would be that a newly demutualized company should not 
be subjected to a hostile takeover bid or amalgamation proposal in a period 
while it is still adjusting to the reality of the public market environment. While 


26 See Competition, Competitiveness and the Public Interest, Task Force Background Paper #1, 
Chapter 7. 
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hostile transactions should be precluded, the guidelines should not be so inflex- 
ible that newly demutualized companies are denied the opportunities to enter 
into strategic alliances that may bring more effective competition to the 
Canadian financial services sector. 


Large demutualized companies (that is, those with shareholders’ equity in excess 
of $5 billion) will have to remain widely held during the transition period and 
beyond, by virtue of their size. Smaller demutualized companies would not, 
under the general ownership rules, have to be widely held. The transition guide- 
lines should provide: 


e that the smaller demutualizing companies should also be widely held for the 
three-year transition period, and 


e in the normal course, the Minister of Finance should not approve any pro- 
posal for merger or acquisition of any newly demutualized company. 


Newly demutualized companies, may, however, find it desirable to form strate- 
gic alliances with other providers earlier, rather than later. The Task Force pro- 
poses that where a demutualized company proposes, and its board approves, a 
transaction that might violate the transition guidelines, the Minister be prepared 
to approve it if it is clearly demonstrated that it would be in the public interest 
and that it is desirable to proceed before the transition period has expired. 


Flexibility for the Future 


The Task Force has assessed whether the ownership regime outlined above has 
sufficient flexibility to attain the desired national objectives in the years ahead 
in all possible circumstances. This is a time of rapid change in the financial ser- 
vices business. It is simply not possible to foresee all scenarios. While the Task 
Force believes that the ownership framework outlined above will achieve the 
policy goals for which it is designed, the Task Force is also of the opinion that 
the Minister of Finance should be afforded maximum flexibility to facilitate 
other major changes in the restructuring of Canada’s financial services sector, 
if further steps become desirable. 


It is possible to imagine many circumstances in which such flexibility could be 
used by the Minister to achieve important national policy interests. For exam- 
ple, a major Canadian financial institution could face financial difficulties that 
gave rise to serious questions as to its continuing safety and soundness. One 
option would be the combination, by merger or takeover, of that institution 
with another large Canadian financial institution. That, however, would 
increase still further the concentration in Canada’s financial sector and could 
be detrimental to Canadian consumers in terms of competitive choice. In such 
a circumstance, the Minister should have the statutory authority to look 
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beyond Canadian financial institutions to find a “white knight,” weighing the 
various objectives of the ownership policy and the need for a competitive mar- 
ketplace. 


Another scenario is that a medium-sized Canadian financial institution might 
be unable, for reasons of capital or other business constraints, to pursue an 
expansion of its business in Canada even though it might add a vitally impor- 
tant competitive force to Canada’s financial services market. That institution 
might be an attractive candidate for acquisition or significant investment by a 
widely held financial institution based outside Canada that is interested in 
expanding its operations in Canada. The acquisition or investment could be 
offside the new rules. 


In either of these cases, the Minister would obviously want to know whether it 
would be possible to craft a transaction to maintain the benefits otherwise 
attributed to Canadian control, while pursuing the objectives of safety and 
soundness and of enhanced competition. There would seem to be every reason 
for the legislation to contain a mechanism permitting such transactions if the 
Minister obtains satisfactory assurances on such questions. 


As a result, the Task Force proposes that there be a provision to permit the 
acquisition of a widely held Canadian financial institution by a foreign pur- 
chaser. Such an acquisition would require a more stringent approval process 
than that proposed by the Task Force for other acquisitions or mergers. If 
the Competition Bureau had no competition concerns, the transaction could 
proceed provided that: (a) the buyer was a widely held, regulated financial 
institution approved by OSFI; (b) the acquisition was approved by the 
Governor-in-Council on the recommendation of the Minister of Finance (based 
upon a decision by the Minister that the acquisition would be in the public 
interest by enhancing the safety and soundness of the Canadian financial 
services system or by enhancing competition within the sector); and (c) enforce- 
able undertakings were provided to the Minister by the acquiring shareholder 
to ensure that the transaction provided its intended benefits to Canada. 


Because the Task Force expects this power to be exercised only in exceptional 
cases, it proposes that the transaction be approved by the Governor-in-Council 
rather than in some other fashion. It is important that the exception not become 
the rule. On the other hand, the enhanced flexibility available in the system 
through this exception is, in the opinion of the Task Force, of considerable value. 
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Summary 


These, then, would be the new ownership rules for the financial services sector. 
The Task Force is of the view that they would, through their broader scope, 
open the possibility for business transactions that can enhance the strength and 
competitiveness of Canadian financial institutions to the clear benefit of 
Canada and Canadians. A core component of the financial sector will remain 
Canadian-controlled, and the largest institutions will have the prudential ben- 
efit of being widely-held. A more flexible definition of “widely held” will pro- 
vide increased flexibility for alliances and acquisitions, and will enhance 
corporate governance. Transition rules for existing small banks and demutual- 
izing insurance companies will provide flexibility to facilitate the development 
of more competitive institutions New ownership options, including closely 
held smaller banks and cooperative banks, will increase the potential for com- 
petition from new and existing players. The Task Force expects that Canadians 
will benefit from increased competition without jeopardy to the essential safety 
and soundness of the financial sector. 
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Chapter 3 


Permitted Corporate Structures 


Changing Markets and Functional Regulation 


As financial markets have changed, institutions have broadened the range of 
products and services they offer beyond what have traditionally been regarded 
as their core functions. Insurance companies provide investment choices to 
consumers through products such as deferred annuities, which are very similar 
to Guaranteed Investment Certificates sold by banks. They also sell segregated 
funds, which are very similar to mutual funds, and, through bank or trust sub- 
sidiaries, they have the power to offer deposit accounts, chequing services and 
personal loans. Banks, directly and through subsidiaries, now provide mutual 
funds, insurance, credit.cards and a host of other products that years ago 
would not have been considered the business of banking.?7 


The changing financial markets have also led to the emergence of new partici- 
pants that compete with traditional financial institutions in select product lines. 
Independent mutual fund companies are dominant in the mutual fund market, 
accounting for about two thirds of assets under management.?® Asset-based 
lenders, such as Newcourt Credit Group, have emerged as significant competi- 
tors in certain commercial credit markets. Such asset-based lenders, because 
they do not take deposits from individuals, are not regulated institutions. 
Mutual funds fall under the jurisdiction of provincial securities commissions. 
Mutual fund companies are regulated, but because market risks are assumed 
by the investors, regulators focus only on market conduct and not on safety 
and soundness. 


27, For example, until 1954 banks were unable to provide residential mortgages, and between 1954 
and 1967 were restricted to National Housing Act (NHA) insured mortgages. The 1967 Bank Act 
permitted banks to provide conventional mortgage financing. The Porter Commission noted with 
approval the “vigorous and imaginative way” that established institutions introduced innovations, 
despite the fact that “old-time bankers would surely shudder at the very thought of instalment 
loans and NHA mortgages in bank portfolios.” Report of the Royal Commission on Banking and 
Finance (Ottawa: Queen’s Printer, 1964), p. 2. 

28 The mutual fund affiliates of regulated financial institutions account for about 35 percent of mutual 


fund assets, with banks and trusts having 30.2 percent, life insurers 3.8, and credit unions and caisses 
populaires about 0.7 percent as at June 1998. Source: The Investment Funds Institute of Canada. 


There is a growing dichotomy between activities that are not regulated or less 
regulated when carried on in some institutions, and more regulated when car- 
ried on in others. As markets become more competitive, the cost burden of reg- 
ulation on the same activities in some institutions and not in competing 
institutions can affect competition in the marketplace. This has led to a desire 
to explore whether the type and degree of regulation should be related more to 
function than to institution. 


A further consideration behind this desire is the belief that organizational 
structure should be determined by business decisions rather than regulatory 
considerations, except where specific organizational restrictions are essential to 
meet public policy objectives. 


In principle, it would be desirable for similar functions to be regulated similarly, 
even when carried out by different institutions. In practice, this is an ideal which 
is difficult to attain in the real world. At the end of the day, it is institutions that 
fail, not functions. Regulation must continue to be based on institutions. 


The question remains, however, whether it is possible to move closer to the 
ideal through allowing more flexible organizational structures. Are there struc- 
tures that would allow different functions to be performed by separate legal 
entities within a corporate group, with these functions being regulated differ- 
ently (or not at all) depending on the nature of the function? If new organiza- 
tional structures can lead to more nuanced regulation of financial groups, 
without compromising basic principles of prudential regulation, there could be 
important benefits to the institutions and to the promotion of competition in 
the economy. 


This question is examined in more detail in this chapter. Subsequent sections: 


e review the permitted organizational structures now in place; 
e discuss the concept of a holding company for regulated financial institutions; 
® present some information on structures permitted in other countries; and 


e discuss ways in which flexibility might be increased in Canada. 


Permitted Organizational Structures 


Currently two forms of organizational structure are allowed for regulated 
financial institutions: the “unregulated holding company” and the “financial 
institution parent model.” 


The Unregulated Holding Company 


The current regime does not allow holding companies for Schedule I banks or 
mutual insurance companies because the law requires these companies to be 
widely held. There is currently no wide-ownership requirement for trust 
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companies or stock insurance companies and these institutions can be, and 
often are, owned by holding companies. Such companies are not regarded as 
financial institutions and are not regulated. 


An unregulated holding company poses three major types of problems for reg- 
ulators. First, the regulator needs to be assured that the capital in the regulated 
institution is true equity capital and not debt. If the equity investment by the 
holding company in the financial institution is borrowed by the holding com- 
pany, the regulated institution is not as strong as it appears. Because debt raised 
by the parent is likely to require contractual payments that can be met only 
from the income of the regulated subsidiary, there is likely to be pressure from 
the parent for the regulated subsidiary to continue dividends or management 
fee payments to the parent even when the financial institution is in difficulty. 


Second, such holding companies are not prevented from holding entities that 
the financial institution itself would not be allowed to hold, such as other 
unregulated financial institutions or even commercial enterprises. Related- 
party transaction rules may not be a sufficient or effective tool for the regula- 
tor to monitor and control transactions between the regulated entity and 
unregulated or commercial entities owned by the same investor. Experience 
indicates that in times of distress, regulators learn about transactions only after 
the fact. Thus, the risks to the regulated entity may not be adequately assessed 
or contained when its parent is unregulated. 


Third, even though such holding companies cannot own a bank in Canada, 
they can own banks in other countries. Royal Trustco, an unregulated holding 
company, owned regulated trust companies in Canada, regulated banks in the 
United Kingdom, Hong Kong and Switzerland, and a U.S. thrift (savings and 
loan). The former Superintendent of Financial Institutions reports, “The regu- 
lators in these different countries did not understand or like this ownership 
structure and could not maintain meaningful relations with Canadian regula- 
tors. There was no ability of the OSFI to communicate with these regulators in 
a meaningful way since it did not supervise Royal Trustco. The results were, to 
put it mildly, unfortunate.”? 


In practice, OSFI obtains undertakings from the owners of financial institu- 
tions held by unregulated holding companies. These provide OSFI with rea- 
sonable assurance that it can discharge its responsibilities with regard to the 
safety and soundness of the Canadian-regulated financial institution. 


29 Michael Mackenzie, “The Case for Regulating Financial Holding Companies, February 1998.” 
Submission to the Task Force, May 1998. 
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The Financial Institution Parent Model 


The financial institution parent model, after the amendments to the 1992 finan- 
cial institutions’ authorizing legislation that broke down the traditional four 
pillars, allows any regulated financial institution to own any other regulated 
financial institution as a subsidiary. Thus a bank can now own insurance com- 
panies, trust companies and investment dealers, and any of these other com- 
panies can also own a bank, so long as it is itself a widely held financial 
institution. This is similar to a holding company model except that the holding 
company is the operating financial institution. 


The financial institution parent, in this model, may make substantial invest- 
ments (i.e., more than 10 percent) only in entities that are designated by 
statute. The main reason for controlling permitted downstream investments is 
to maintain the separation of financial services from trade and commerce. This 
separation is enshrined in the federal financial institution legislation in the 
stricture that federally incorporated financial institutions shall not “deal in 
goods, wares or merchandise or engage in any trade or other business.” >° 


The entities in which a financial institution may have a substantial investment?! 
generally are expected to carry on financially related activities as defined by the 
legislation. Approval by the Minister is required specifically when such desig- 
nated entities are : 


e a financial institution, 

¢ an information services corporation, 

¢ a specialized financing corporation, 

e an ancillary corporation,” or 

¢ a corporation which carries on one or more activities, and one of the activi- 


ties includes an activity undertaken by any of the above noted entities. 


Approval by the Minister is also required for substantial investments in certain 
entities in which there is less than majority control. They are: 


e a factoring corporation, 
e a financial leasing corporation, and 


e a financial holding corporation. 


30 Bank Act, s. 410(2); Trust and Loan Companies Act, s. 410(2); Insurance Companies Act, s. 441(3). 


31 Following passage of Bill C-82 in 1997, OSFI now has broader scope to approve investments of 
more than 10 percent that do not result in control (holdings of more than 50 percent) of the 
designated entity by the financial institution. 


32 An ancillary business corporation, generally, is an entity which carries on a business closely related 


or ancillary to the business of a regulated financial institution or a subsidiary of a regulated financial 
institution that is itself regulated. 
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The current regime does provide a certain amount of flexibility.?3 OSFI does not 
supervise all the subsidiaries of banks, trust companies and insurance companies, 
although it reserves the right to do so. In addition, it supervises some subsidiaries 
more lightly than it does others or the parent company itself. In some cases, such 
as securities subsidiaries, other regulators fulfil the primary regulatory function. 


Issues 


There are tensions within the current regime and they are best described by dis- 
cussing two issues that ultimately must be balanced in a way that favours the 
broader public interest. 


The first issue is whether the range of companies in which a regulated financial 
institution can hold an interest (a “designated entity”) is broad enough. The 
Government has signalled its intention to allow foreign branches to operate in 
Canada to serve wholesale customers, without being members of CDIC and 
with a lighter form of regulation applying than if they entered as subsidiaries. 
This would put foreign bank branches somewhat closer than Canadian banks 
to the regime that unregulated finance companies and asset-backed lenders 
have. It is also the case that an unregulated holding company owning a trust 
or insurance company could establish a wholesale financing subsidiary that 
would be unregulated. 


Should a Canadian bank be able to set up a separate company to carry on a 
wholesale financing business under the current regime and have that entity regu- 
lated less rigorously than the same activity would be if it were carried on in the 
bank? Some submissions to the Task Force have suggested that this option should 
be available.*> It is not clear under current law whether this could be done, but it 
does appear that even if it could the Bank for International Settlements (BIS) cap- 
ital rules would require that regulatory capital be held against the assets of the 
wholesale financing entity on the same basis as would be required if the activity 
were carried on in-house. Indeed one of the rigidities of the current regime is that 
when the holding company is an operating bank, regulatory capital for the con- 
solidated enterprise must be calculated according to the BIS capital rules for 
banks. Similarly, if the holding company is an operating insurance company, the 
Minimum Continuing Capital and Surplus Requirements (MCCSR) must be met 
on a consolidated basis. In this event there may be no business advantage to 
segregating such lending activities in separate companies. 


33 More detail on the list of permitted investments and various approvals required is provided in 
Exhibit 3.2 at the end of this chapter. 


34 The agreement on the respective roles of OSFI and provincial governments in supervising bank- 
owned securities dealers is set out in the Hockin-Kwinter Accord of 1987. 


35 See, for example, “Seeing Beyond: CIBC’s Technical Recommendations,” Submission to the 
Task Force, October 1997, p. 39. 
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The second issue is whether it is possible or desirable from a public policy 
perspective to move closer to a functional regulation model using a parent- 
subsidiary structure. 


There are two main rationales for prudential regulation: to protect small 
depositors or policy holders, and to prevent systemic risk. In principle, one 
ought to be able to consider a bank that takes retail deposits and is tightly regu- 
lated separately from all kinds of subsidiaries it may have, which can be less 
regulated or regulated not at all. Even if subsidiaries fail, depositors would not 
be at risk and there would be no systemic impacts. In practice, the situation is 
not so clear-cut. The regulator must be assured on four counts. 


First, there must be assurance that the designated entities are ring-fenced. That 
is, there must be control over transactions between the bank and the entities, 
to prevent those entities from directly weakening the bank. The current law 
contains very strict related-party transaction provisions that attempt to satisfy 
this concern. 


Second, there must be assurance that there is no contagion effect between the 
bank and the designated entities. That is, if a designated entity gets into trou- 
ble, will there be a general loss of confidence in the group, including the bank, 
and a run on the bank that could precipitate its failure? The contagion effect 
could create systemic problems, but even if it did not it would increase the risk 
to the deposit insurer. This is a much more difficult issue on which to provide 
comfort since it depends ultimately on public expectations and perceptions. 


Third, there must be assurance that the so-called benefits of the safety net are 
not transmitted to the designated entities. The benefits of the safety net consist 
of deposit insurance, lender-of-last-resort facilities, and a possible perception 
that some banks are “too big to fail.” As detailed in Chapter 2, there is a 
heated debate among academics and practitioners as to whether the benefits of 
the safety net offset the costs of regulation. Some claim that there are net costs 
to being regulated, rather than net benefits. To the extent that benefits exist, it 
is important that they be contained within the bank and not spread to less reg- 
ulated or unregulated designated entities, as such expansion would distort 
competition in the market. 


Finally, the regulator must be concerned about risk to reputation. The holding 
company in the current model continues to be an operating financial institu- 
tion. To the extent that designated entities held by an operating bank were to 
fail, even with adequate firewalls and no contagion, what would that do to the 
reputation of the bank, particularly if it has international activities involving 
foreign regulators relying on the Canadian supervisor to warrant the integrity 
of the parent institution? There are no clear or easy answers. 


50 


To the extent that it is possible to use a functional approach to regulation, 
nuancing of regulation is possible within the existing organizational frame- 
work. However, this regulatory flexibility is ultimately limited because the par- 
ent is itself an operating financial institution. 


A Holding Company Approach 


In its June 1997 Discussion Paper, the Task Force asked whether “a holding 
company model, as a permissible option for regulated financial institutions, 
[would] be feasible and desirable.”3¢ In response, a number of financial insti- 
tutions expressed the view that an optional holding company could offer busi- 
ness advantages. This section reviews the business case that has been made for 
a holding company and considers some of the advantages that a holding com- 
pany might provide over the current financial institution as parent model. 


The Business Case for a Holding Company Model 


There are four main arguments advanced as to why a holding company could 
offer valuable flexibility. 


The first is that organizing activities in separate legal entities could provide 
greater flexibility for raising capital and bringing in strategic business partners. 
For example, if a bank wished to bring in a joint venture partner in credit cards 
or custody, it would be possible to set up a separate legal entity and to issue 
equity out of that entity and not the bank itself. This flexibility is likely to 
become increasingly important. It is available now in the financial institution 
parent model and, indeed, CIBC has entered into a joint venture with Mellon 
Bank with respect to custody.3”? While this is a valid argument, it is not clear 
that a holding company model would provide any greater flexibility than does 
the current regime. 


The second argument is that a holding company model could allow more 
nuanced regulation. The case is advanced that a wholesale finance institution 
held as a designated entity of a holding company would not have to be regu- 
lated in the same way as such an institution held as a designated entity of an 
operating bank. 


36 Discussion Paper, p. 25. 


37 CIBC Mellon Global Securities Services Company is 50 percent owned by CIBC and 50 percent 
owned by Mellon Bank. It is a multi-purpose corporation as defined in the Bank Act, s. 469(1)(n), 
providing both information services and general services. CIBC also purchased a 50 percent interest 
in RM Trust (now CIBC Mellon Trust) to provide the trustee services that are ancillary to the 
global custody business. CIBC could not complete the 50 percent acquisition of RM Trust until the 
Bill C-82 amendments permitted OSFI to approve the holding of a non-controlling interest in 
another financial institution by a federally incorporated financial institution. 
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The third argument, which is advanced in particular by insurance companies, 
is that as they continue to expand their operations to foreign countries they 
will increasingly be required by foreign governments to establish joint ventures 
with local partners. If these joint ventures are held by the parent and directly 
regulated by OSFI as part of its responsibility for the Canadian operation, they 
will face a regulatory burden that many competitors from other countries do 
not face. The insurance companies argue that this would put them at a com- 
petitive disadvantage when expanding internationally. If, however, they can put 
an international joint venture under a holding company, with appropriate fire- 
walls, they argue that OSFI could legitimately be less concerned about the 
safety and soundness of the foreign operation since its impact on Canadian pol- 
icy holders would be limited. 


Finally, it has been argued that as the financial system continues to be restruc- 
tured, a holding company provides a vehicle for facilitating the coming 
together of medium-sized financial institutions in different pillars to form a 
conglomerate that can benefit from economies of scale and scope. For exam- 
ple, there may be medium-sized insurance companies, banks, mutual fund 
companies, trust companies and perhaps other financial institutions that would 
be willing to work together in a conglomerate with common ownership, each 
keeping its own distinctive identity and management culture. A holding com- 
pany that would allow each institution to swap its own shares for shares of the 
holding company could facilitate such combinations and provide opportunities 
for enhanced competition. 


Advantages of a Holding Company Model 


In the view of the Task Force, the fourth argument advanced above, that is, the 
use of the holding company as a facilitative vehicle to form conglomerates, pre- 
sents an unambiguous advantage of a holding company structure. 


Whether the other arguments will, in reality, be advantages will depend upon 
how the holding company structure is regulated. At one extreme, a holding 
company could be allowed and regulated in precisely the same way as the finan- 
cial institution parent model. If so, then the business case advantages foreseen 
for the holding company structure would probably disappear. 


The issue of what might constitute an appropriate regulatory regime for a hold- 
ing company structure is discussed in the concluding section of this chapter. At 
this point, it is useful to consider what lessons might be learned from 
international experience. 


ays 


International Experience 


Virtually all developed countries have regulatory regimes that are flexible 
enough in practice, despite some apparent legal barriers, to permit the under- 
taking of a wide range of regulated and unregulated financial activities within 
the same financial conglomerate (see Exhibit 3.1). Even the United States, in 
practice, permits virtually unrestricted business powers in financial services 
despite what might be inferred from a strict reading of legislation such as the 
Glass-Steagall Act and the Bank Holding Company Act. 


A holding company structure is permitted in many countries. Even where per- 
mitted, however, there are many countries where the holding company struc- 
ture is not widely used. There are three possible reasons why this is the case. 
One might be that there are business reasons for conglomerates to use in-house 
powers or subsidiary structures even when a holding company option is avail- 
able. A second reason, which relates to ownership restrictions, is that the desire 
of regulators to have widely held institutions means that holding company 
ownership of a large bank would not be approved on “fit and proper” grounds 
unless the holding company itself is widely held. The third reason could be that 
the regulatory approach to dealing with holding companies is so stringent that 
any commercial advantage of the structure is outweighed by additional regula- 
tory requirements. 


It is instructive to focus further on the United States, the United Kingdom and 
Australia. The United States has a legacy of restrictive legislation and a unique 
holding company regime. The history of the United Kingdom is in sharp con- 
trast, with very few legislated restrictions. Australia has just concluded a major 
review of its financial services sector. 


The United States 


Despite the lack of comprehensive legislative reform in the United States, the 
culmination of a number of more focussed amendments, court cases and liberal 
interpretations by regulators together have effectively responded to market 
demand for convergence in the financial sector. The result has been a prolifera- 
tion of organizational structures. 
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Until recently, U.S. banks were subject to significant branching restrictions 
designed to limit concentration and protect small state banks.3® One of the results 
of these historical branching restrictions was the emergence of the bank holding 
company, a form of corporate structure unique to the United States. Unlike other 
jurisdictions, where a holding company structure has commonly been used to 
combine a range of financial services businesses in one entity, the U.S. approach 
was adopted to achieve branching through a holding company structure, which 
permitted the common ownership and management of multiple banks. 


Bank holding companies are regulated by the Federal Reserve and, pursuant to 
the Bank Holding Company Act of 1956, are restricted to owning banks and 
corporations engaged in non-bank activities closely related to banking. 
National banks, which are supervised by the Office of the Comptroller of the 
Currency (OCC), are permitted to use a financial institution parent model. 
There is an ongoing debate between the Federal Reserve and the OCC about 
the merits of their respective approaches. As might be expected, the Federal 
Reserve maintains that contagion is better controlled in a holding company 
structure, while the OCC argues that the bank parent model provides the same 
prudential safeguards.*? 


The lists of activities ancillary to the business of banking and non-bank activ- 
ities permissible for banks and bank holding companies have been expanded 
almost continually by the Federal Reserve and the OCC. Similarly, progres- 
sively more liberal interpretations of the restrictions on dealing in securities by 
bank holding companies have in practice eliminated the separation of com- 
mercial banking and securities that continues to exist in law. A so-called sec- 
tion 20 subsidiary of a bank holding company is permitted to deal in 
securities. Originally, this business was limited to “exempt” government secu- 
rities. In 1989 the Federal Reserve permitted section 20 subsidiaries to earn up 
to 10 percent of their revenue from underwriting or dealing in non-exempt 


38 The McFadden Act of 1927 prohibited interstate branching by national banks, with the Federal 
Reserve Act placing similar restrictions on state-chartered member banks. State legislation varied, 
with unit banking (no branches at all) required in some states, such as Illinois. Other states had 
more permissive legislation, which permitted not only intra-state branching but also interstate 
branching on a reciprocal basis with other permissive states. The Riegle-Neil Act of 1994 permitted 
interstate branching, effective in 1997, except in states that expressly opt out of the Act’s 
provisions. Virtually all states have now removed or significantly liberalized branching restrictions. 
Thus, U.S. banks are now largely freed from restrictions on interstate expansion either through 
bank holding companies or branching. See Allen N. Berger, Anil K. Kashyap and Joseph M. Scalise, 
“The Transformation of the U.S. Banking Industry: What a Long Strange Trip It’s Been,” 
Brookings Papers on Economic Activity, 2:1995. 


3° For examples, see Gary Whalen, Bank Organizational Form and the Risks of Expanded Activities, 
Economic Working Paper 97-1, Office of the Comptroller of the Currency, January 1997; S. Chase, 
“Insulating Banks from Risks Run by Nonbank Affiliates” Proceedings From a Conference on 
Bank Structure and Competition, Federal Reserve Bank of Chicago, 1988; J.H. Boyd and S.L. 
Graham, “Risk, regulation and bank holding company expansion into non-banking,” Federal 
Reserve Bank of Minneapolis Quarterly Review, spring 1986. 
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securities. While the Glass-Steagall Act has not been repealed or substantially 
amended, the 1996 decision of the Federal Reserve to increase from 10 to 
25 percent the proportion of revenues that a section 20 subsidiary can earn 
from underwriting and dealing in non-exempt securities is generally viewed as 
having removed the restriction in practice. 


The permissibility of holding companies that control insurance companies 
depends on the legislation in individual states. The National Association of 
Insurance Commissioners (NAIC) has had an Insurance Holding Company 
System Regulatory Act model code since 1966. This legislative model requires 
regulatory approval for any merger or acquisition of control of an insurance 
company, and also stipulates that the regulator must be provided with details 
on the identity and relationship of every member of “the insurance holding 
company system.” It further obligates any insurance company or owner of an 
insurance company that is part of the holding company system to provide com- 
plete and accurate information as required. Thus, the regulatory approach to 
insurance holding companies is built on ensuring that the owners of insurance 
companies are “fit and proper” and that information about the entire con- 
glomerate is provided to the regulator. There are generally no capital require- 
ments for the holding company, although the adequacy of the capital of the 
holding company and the entire group will be considered when control of an 
insurance company is acquired. 


As of July 1997, all states except New York and Wisconsin had legislation that 
was based on or similar to the NAIC model code.*° There is, however, consid- 
erable variation as even the model code contains optional approaches to such 
key issues as the business powers of holding company subsidiaries. The model 
code can be drafted to restrict insurance holding companies to insurance- 
related subsidiaries, much in the same way as bank holding companies are 
restricted to owning banks and corporations engaged in non-bank activities 
closely related to banking. In practice, many large and small U.S. insurers are 
able to offer a full range of financial services, through either their own sub- 
sidiaries or companies affiliated via holding companies. With 50 jurisdictions 
to choose from, U.S. companies that find the restrictions of one state too bind- 
ing are generally able to develop a legal structure that permits them to achieve 
their business objectives. 


The United Kingdom 


Regulation in the United Kingdom has evolved significantly in the last 20 years, 
with the most recent changes focussing more on the role and powers of 


40 Model 440-1 Insurance Holding Company System Regulatory Act, National Association of 
Insurance Commissioners, July 1997. 
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regulatory authorities than the structure and powers of financial institutions.*! 
Regulation of U.K. financial institutions has long been conducted on a relatively 
informal, non-transparent basis. The first Banking Act was proclaimed in 1979: 
prior to this date there was no government authority to grant or refuse permis- 
sion to carry on banking in the United Kingdom, and no formal supervisory role. 


The United Kingdom generally provides broad business powers for its financial 
institutions. There are no formal ownership restrictions for banks, making a 
holding company structure available subject to the holding company being 
deemed a “fit and proper” owner. However, bank ownership by a holding com- 
pany is not widespread. More typically, a U.K. bank is structured in a manner 
similar to a bank in Canada, operating as a financial institution parent with 
operating subsidiaries in financial and non-financial businesses. While U.K. 
insurers are restricted to the business of insurance, widespread use of holding 
companies has permitted insurers to engage in a broad range of businesses. 


A notable exception to the absence of a holding company parent among the large 
clearing banks is the Midland Bank, which is controlled by subsidiaries of HSBC 
Holdings plc. Although there is no formal holding company regime in the United 
Kingdom, HSBC Holdings plc is considered to be a regulated holding company, 
with the Financial Service Authority (FSA) receiving information on the group as 
a whole and setting capital adequacy requirements for the group. HSBC 
Holdings plc is widely held (no shareholder has more than 5 percent). The hold- 
ing company structure facilitated the acquisition of Midland by the Hongkong 
and Shanghai banking group since, as was noted in Chapter 2, the ultimate par- 
ent of Midland Bank, HSBC Holdings plc, is a U.K.-domiciled company. 


There is no legislative provision to regulate holding companies that control 
U.K. insurance companies and banks. Moral suasion, enforced if necessary by 
the denial of “fit and proper” approval of shareholders, has generally been 
used to ensure that the regulator has the necessary access to the holding com- 
pany and information about the financial condition of the group. 


Australia 


The Wallis Inquiry considered the role of conglomerates in the Australian context. 
In Australia, the predominant structure is the financial institution parent model. 
The Inquiry noted the growing role of conglomerates and concluded that changes 
in the market were such that traditional practice was not sufficient ground for 
restricting the corporate form of conglomerates. The Inquiry recommended that 


‘1 For an overview of the Financial Service Authority, which combines the prudential and market 


conduct functions of nine agencies dealing with deposit-taking, life insurance, securities and invest- 
ment management, see “Report to the Chancellor on the Reform of the Financial Regulatory 
System,” Securities and Investments Board, July 1997. Eight consultation papers have been released 
(to June 1998) as part of the process of amalgamating the nine agencies. 
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non-operating holding companies be permitted subject to certain requirements 
relating to capital, management, adequacy of firewalls, reporting of intra-group 
activities, and independent board representation on subsidiary entities.*” 


Increasing Organizational Flexibility 


The Task Force is persuaded by the arguments advanced that increased orga- 
nizational flexibility is desirable and attainable without unduly compromising 
safety and soundness. Three areas where such flexibility should be sought are 
discussed below. 


The Minority Investment Regulations, which have been the subject of contin- 
ual debate and review since their introduction, are one area where additional 
flexibility may be provided. As noted in Chapter 5 of this paper, Credit Union 
Central of Canada has made some specific requests and, notwithstanding the 
increased flexibility provided in Bill C-82, there have been other requests to 
remove or reduce the current restrictions. The Task Force recognizes that 
there are important safety and soundness considerations, and encourages 
industry and the regulators to explore the scope for further flexibility in minor- 
ity investments, subject to necessary prudential constraints. 


Another area for policy makers to explore is the list of permitted designated 
entities of financial institutions. Government should consider whether the list is 
broad enough to allow operating financial institutions to restructure their activ- 
ities in a way that might be beneficial from a business or regulatory perspective. 
The issue here is not necessarily to add new functions to the list of designated 
entities but to consider whether existing functions now carried on in the regu- 
lated parent should be added to the list. In a submission to the Task Force, OSFI 
notes that if a bank holding company were permitted, the holding company 
might want to have substantial investments in entities that are not currently per- 
mitted for banks, such as credit card companies. OSFI goes on to note that level 
playing field concerns dictate that the nature of activities a holding company 
could carry out through unregulated subsidiaries should not extend beyond 
what is permitted for banks or bank subsidiaries.44 _The Task Force believes, 
especially in contemplation of a holding company regime, that it is necessary to 
revisit the list of permitted subsidiaries of financial institutions. It may be pos- 
sible to provide greater flexibility to undertake activities in a subsidiary of a 
financial institution without compromising safety and soundness. 


42 Financial System Inquiry Final Report, Commonwealth of Australia, 1997, pp. 344-47. 


43 For example, CIBC has argued that all downstream ownership restrictions should be removed, with 
firewalls and related-party transactions providing any necessary prudential safeguards. See “Seeing 
Beyond: CIBC Technical Recommendations,” p. 41. 

44 OSFI, A Proposal Regarding A Bank Holding Company Model, submission to the Task Force, June 
18, 1998, p. 14. 
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A further means of providing flexibility is a holding company structure. The 
Task Force proposes that an optional holding company regime be established 
for financial institutions. The Task Force is persuaded that the potential advan- 
tages of such a regime in some situations are real, even with no change in reg- 
ulatory behaviour. However, the Task Force also believes that regulation in a 
holding company structure can be more nuanced with no serious risk to safety 
and soundness. In its submission to the Task Force, OSFI observes that it may 
be possible to provide greater flexibility in a holding company structure.*® 
Further, the Task Force expects that, over time, as markets become more com- 
fortable with financial holding companies and with the legitimate expectations 
one should have about the regulation of such entities, scope can be created for 
even lighter-handed regulation of some activities, which would provide signif- 
icant benefits to competition and to Canadian consumers. 


The balance of this section sets out some considerations that should guide the 
approach to providing a holding company regime for financial institutions. It 
also discusses the situation of currently existing unregulated holding companies. 


Regulation of Financial Holding Companies 


The Task Force believes that it is essential for financial holding companies to be 
regulated entities. By financial holding company, the Task Force means those 
non-operating companies that hold shares in regulated financial institutions 
and other permitted companies. 


There are many ways to accomplish such regulation, but the preferable route 
is through the enactment of a separate statute, a Financial Holding Companies 
Act, that would set out the requirements of the holding company and the rela- 
tionship between the holding company and the regulator. Some have suggested 
that amendments to the Bank Act and Insurance Act could provide a holding 
company regime for banks and demutualizing insurance companies respec- 
tively. However, using a separate statute would facilitate making the same 
holding company regime available to all federally incorporated financial insti- 
tutions. This approach is consistent with the view of the Task Force that there 
should be a common ownership regime. 


The nature of the regulatory regime that would apply to the holding company 
will have to be worked out in detail with the regulator. The Task Force believes, 
however, that the following principles should guide the discussion. 


4S OSFI, A Proposal, pp. 12-14. 
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Ownership and Canadian Control 


The ownership requirements to be applied to a regulated holding company 
should be consistent with the ownership requirements for federally incorporated 
financial institutions. Thus, if the sum of the combined shareholders’ equity of 
the regulated financial institutions in which the holding company has effective 
control exceeds $5 billion, the holding company would have to be widely held. 
If the combined shareholders’ equity is less than $1 billion the holding company 
could be closely held. In cases where the combined shareholders’ equity of the 
regulated financial institutions in which the holding company has effective con- 
trol is between $1 billion and $5 billion, the requirement for 35 percent of the 
voting common shares to be widely held and publicly traded could be satisfied 
at the level of the regulated institutions or the holding company. 


It is expected that the holding company would be a non-operating, passive com- 
pany. The holding company would have to have a controlling interest in at least 
one principal operating company (regulated financial institution). For financial 
institutions controlled but not wholly owned by the holding company, the bal- 
ance of the voting common shares would be subject to the requirement for 
Ministerial approval to own more than 10 percent. 


The holding company would also be expected to meet the other prescribed 
indicia of Canadian control which are applicable to the regulated financial 
institutions it controls. 


Capitalization 

The supervisor must have the capacity to ensure that the holding company is 
adequately capitalized. This entails the ability to understand the quality of the 
capital in the holding company in order to avoid double gearing, whereby debt 
raised in the holding company is downstreamed to a regulated financial insti- 
tution as equity. The holding company must have the capacity to serve as a 
source of strength for the group. Financial institution subsidiaries and other 
designated entities would continue to be supervised and would have to meet 
the appropriate capital requirements on a stand-alone basis. Greater flexibility 
would be provided, however, if lending activities carried on outside the regu- 
lated financial institution did not have to conform with BIS or MCCSR capital 
rules on a consolidated basis. 


In cases where the holding company is not widely held, the supervisor must 
have the right to obtain undertakings ordinarily sought from the holding com- 
pany from the ultimate owner of the enterprise. 
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Permitted Designated Entities 


The permitted investments of the holding company should mirror those of oper- 
ating regulated financial institutions. It would be inappropriate to bias organiza- 
tional choice by permitting an institution to spin off functions in one model that 
it could not spin off in another. This is why, as noted earlier, it is particularly 
important to review the list of permitted designated entities to see whether it is 
as broad as it should be. Any increase in the list of permitted designated entities 
should stop short of allowing the holding company to hold commercial entities. 


Any reorganization of a regulated financial institution to move activities car- 
ried on either in a designated entity or in-house to a holding company affiliate, 
should require the approval of the Superintendent. It is open to question, how- 
ever, whether permitted entities that now must be controlled when owned by 
an operating financial institution would have to be controlled when owned by 
a holding company. The Task Force believes that this is an area where a hold- 
ing company structure could offer more flexibility with no adverse impact on 
the safety of the regulated institution. 


Related-Party Transactions 


Regulated financial institutions in a holding company structure would continue 
to be subject to the provisions in their respective governing statutes concerning 
transactions with a related party. The related-party rules in the current finan- 
cial institution parent regime constitute a model that can be adapted to provide 
the appropriate firewalls in a holding company structure. Details need to be 
developed to ensure that the restrictions do not unnecessarily restrict legitimate 
business transactions, but as a general rule the holding company should be 
considered a related party of its financial institution designated entities. 


Information 


The supervisor should have full access to information on, and the records of, 
the holding company and its unregulated designated entities. The supervisor 
should also have the right to examine unregulated designated entities, in excep- 
tional circumstances, when there is reason to believe it is desirable to assess the 
impact of the activities of these entities on the financial stability of the group. 
Consolidated and unconsolidated financial statements for the holding company 
should be filed with the supervisor on a regular basis. 


Compliance 


The supervisor must have the ability to issue compliance notices to the holding 
company as well as to the regulated financial institutions with respect to the 
above matters, including notices concerning appropriate accounting and asset 
valuation practices. 
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Public Perception 


It is critically important for the market to recognize that not all entities within 
a holding company are supervised to the same standard; that, from time to 
time, some may fail; and that failure of an unregulated or lightly regulated affil- 
iate should not compromise the position of the regulated deposit-taking insti- 
tution or insurance company. Achieving this recognition will not be easy, and 
it will take time and effort. To the extent that this can be accomplished, super- 
visors will be able to lighten the regulatory burden with greater confidence that 
contagion can be contained. 


As a step in this direction, it will be important that appropriate disclosure 
rules be established. The rules should ensure that anyone dealing with 
unregulated entities in such groups is informed that the entities are not reg- 
ulated financial institutions or subsidiaries of regulated financial institu- 
tions; that securities issued by these entities are not deposits and are not 
insured or guaranteed by government-sponsored protection programs; and 
that the entities and their liabilities are not guaranteed by regulated finan- 
cial institutions in the group. There should also be restrictions on the use of 
the name “bank” within the group. 


Existing Unregulated Holding Companies 


As indicated above, the current regime allows for unregulated financial hold- 
ing companies but these holding companies are not allowed to own banks or 
mutual insurance companies. 


The Task Force prefers that all financial holding companies that hold federally 
incorporated financial institutions be regulated under the proposed Financial 
Holding Companies Act. The Task Force is reluctant, however, to impose orga- 
nizational change on existing situations that appear to be working well. It there- 
fore proposes that existing financial holding companies that control federally 
incorporated financial institutions may continue to be unregulated, subject 
to their reconfirming with OSFI that the undertakings already given will be 
continued and are appropriate. 


There should be one exception to this general grandfathering. Canada has been 
playing an active role in international bodies concerned with the effective reg- 
ulation of global conglomerates. As a member of the Basle Committee on 
Banking Supervision under the auspices of the BIS, Canada participated in the 
development of Core Principles for Effective Banking Supervision.*® The heads 


46 Core Principles for Banking Supervision, Basle Committee on Banking Supervision, September 1997. 
Available on Internet at www.bis.org/publ/index.htm. 
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of state of the Group of Seven (G-7) countries, meeting at Birmingham, 
England, agreed on May 15, 1998, that all countries should adopt and 
implement these principles.*’ 


Principle 23, which deals with cross-border banking, states: 


Banking Supervisors must practise global consolidated supervision over their 
internationally active banking organizations, adequately monitoring and apply- 
ing appropriate prudential norms to all aspects of the business conducted by 
these banking organizations worldwide, primarily at their foreign branches, 
joint ventures and subsidiaries.*® 


A working group reporting to the Committee on Banking Supervision had ear- 
lier identified, as a problem in cross-border banking, the issue of “parallel- 
owned banks,” where a bank in one jurisdiction has the same ownership as a 
bank in another jurisdiction, but one is not a subsidiary of the other. The work- 
ing group commented: | 


Such ‘sister’ institutions are not subject to consolidated supervision but at the 
same time an inter-relationship exists and it could well be that funds are 
switched from one to the other if a problem arises. The working group 
recommends that home or host Supervisors be vigilant to ensure that 
operations of this type become subject to consolidated supervision, if 
necessary by enforcing a change in group structure.*? 


For these reasons, the Task Force proposes that grandfathered holding compa- 
nies controlling a bank in Canada as well as foreign banks be regulated under 
the proposed Financial Holding Companies Act. This situation does not cur- 
rently exist, but with the adoption of the proposal that small banks may 
be closely held, it is possible that the currently unregulated holding company 
owners of financial institutions might wish to either apply to continue their 
trust companies as banks or incorporate a new bank. In either case, to meet 
Canada’s international obligations, the Task Force is of the view that these 
holding companies should then become subject to the proposed Financial 
Holding Companies Act if they also control banks in other countries. 


47 Statement of the G-7 Chairman, May 15, 1998, p. 3. 
48 Core Principles for Banking Supervision, Basle Committee on Banking Supervision, September, 1997. 


49 The Supervision of Cross Border Banking. Report of a Working Group consisting of members of 
the Basle Committee on Banking Supervision and the Offshore Group of Banking Supervisors. 
Basle, October, 1996, p. 20. Available at www.bis.org/publ/index.htm. 
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Chapter 4 


Business Powers 


The major debate over business powers centres on the distribution of insurance 
and light vehicle leasing. The 1992 legislation provides generally similar busi- 
ness powers for all federally incorporated financial institutions, although there 
is some difference among institutions in what can be done in-house and what 
must be undertaken in a subsidiary. However, there is an outright prohibition 
on the distribution of most types of insurance through branches of federally 
incorporated deposit-taking institutions, and federal financial institutions are 
not able to lease light vehicles. 


A third business power concern arises from rules governing access to the pay- 
ments system, which limit direct participation to regulated deposit-taking insti- 
tutions. For insurance companies, access to the payments system could be 
considered more of a structural issue because, even prior to 1992, a number of 
the larger insurance companies could access the payments system through their 
trust company subsidiaries. Thus, for the insurance sector, the issue is not that 
they cannot access the system but rather that access is not an in-house power. 
However, access to the payments system is addressed because, as more fully 
discussed later in this chapter, the Task Force proposes that entities other than 
regulated deposit-taking institutions have this business power. 


This chapter will examine the three major issues in turn. Following an 
overview of the current regime in Canada and some international context, it 
presents the reasons for reconsidering the current approach, offers evidence 
and develops the conclusions of the Task Force. 


Providing Payments Services 


Deposit-taking institutions play a unique role in the payments system by offer- 
ing accounts through which their customers can make payments for goods and 
services. Customers at other institutions must first convert their claims into 
accounts at deposit-taking institutions in order to make payments. Life insur- 
ance companies, investment dealers and mutual fund companies have all 
argued that they should be able to participate in the retail payments system on 
the same basis as deposit-taking institutions. 


The current concern of these institutions about their participation in the pay- 
ments system reflects several forces. 


First, the ranges of financial services offered by different financial institutions 
increasingly overlap. Major banks now have insurance and mutual fund sub- 
sidiaries and offer mutual funds, and some insurance products, through 
branches. Similarly, consumers increasingly view products such as money mar- 
ket funds, segregated funds and other balances at life insurers and securities 
dealers as close substitutes for savings products of deposit-taking financial 
institutions. The ability to offer payments services is an important product 
characteristic, and the closer competition between products of competing insti- 
tutions makes differences in the ability to offer payments services more critical 
than in the past.°° 


Second, and equally important, the adoption of new computer-based technol- 
ogy by financial institutions has already altered the relationship between insti- 
tutions and their customers and the way in which institutions compete. Many 
financial institutions now seek to broaden their relationships with consumers 
by providing many product lines rather than competing only in a traditional, 
narrow range of products. Even specialized institutions recognize the need to 
offer a range of choices and options with their specialized functions in order to 
retain and attract customers. 


Finally, future developments in electronic payments, even though their exact 
directions may not be known, seem certain to transform much of the financial 
sector. Many of these developments can be expected to build out from the plat- 
form of the existing payments system.°! Institutions now outside the current 
system fear that they will be left behind and become uncompetitive unless they 
can participate in these developments on an equal footing. 


The Current Payments Regime 


The Canadian payments system consists of a set of separate networks that 
include the cheque payments system, the credit card systems of Visa and 
Mastercard, the automatic teller machine (ATM) and debit card networks of 
Interac, and the separate clearing systems for debt and equities, and for mutual 
funds.°? At the centre of the system is the Canadian Payments Association 


This point is made in several submissions to the Task Force. See, for example, Submission by 


AGF Managment Limited, Mackenzie Financial Corporation and Trimark Investment Management 
Limited, July 27, 1998. 


Three generations of new services — credit cards, automatic banking machines and point-of-sale 
terminals — all built upon the existing payments system. 


A comprehensive description of the Canadian payments system and its components can be found 
in The Payments System in Canada: An Overview of Concepts and Structures, Background Paper 
for discussion by the Payments System Advisory Committee prepared by the staff of the Bank of 

Canada and the Department of Finance, February 1997. 
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(CPA), which has the mandate under the Canadian Payments Association Act 
(the CPA Act) to operate a national clearing and settlement system. Members 
use this system to settle claims arising from their customers’ cheque payments 
and receipts, and to discharge their net claims from transactions in the other 
networks. 


At March 31, 1998, the CPA had 142 members, all of which are regulated 
deposit-taking institutions including chartered banks, trust and loan compa- 
nies, government savings institutions, credit union centrals and the Caisse 
centrale Desjardins. Members must meet the following requirements: 


Members of the CPA must be federally or provincially regulated deposit-taking 
institutions. Moreover... the deposit-taking institution must be either a 
member of CDIC or an equivalent provincial deposit insurance agency, or a 
credit union central registered under the Canadian Cooperative Associations 
Act and a member of the Credit Union Central of Canada.®3 


In addition to the mandate to operate the national clearing system, the CPA 
Act charges the Association with planning the evolution of the payments sys- 
tem. However, with the exception of the development of the Large Value 
Transaction System, the role of the CPA in planning the evolution of the pay- 
ments system has generally been limited to the development of technical stan- 
dards for electronic networks. Most new means of payment, such as the Interac 
shared Automated Teller Machine Network, have been developed by subsets of 
CPA members outside the auspices of the CPA. 


Historical Development 


Expanded participation in the payments system has been raised as a policy 
issue a number of times in the past. From its beginning at the turn of the cen- 
tury, the Canadian Bankers Association (CBA) had the power to operate clear- 
ing-houses that eventually evolved into the present cheque clearing and 
settlement system. Until 1980, direct participation in the payments system was 
limited to the chartered banks as members of the CBA. Other financial institu- 
tions, such as trust companies and credit unions, were required to negotiate 
arrangements with chartered banks in order to offer chequing services to their 
customers. 


In 1964 the Porter Commission proposed, as part of its thrust toward reduc- 
ing differences among deposit-taking institutions, that the payments system be 
opened to the participation of non-bank financial institutions, including trust 
companies and credit unions/caisses populaires. To achieve this, the CBA’s right 


°° Access to Payments Networks in the Canadian Payments Systems, Background Paper for Discussion 
by the Payments System Advisory Committee, prepared by the staff of the Bank of Canada and the 
Canadian Payments Association, July 1997, p. 11. 
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to operate the clearing system would be repealed and an association of clear- 
ing institutions formed to manage the system.°* While these proposals did not 
become part of the 1967 Bank Act, they were subsequently carried out in the 
1980 reforms that established the Canadian Payments Association to take over 
the clearing and settlement system. 


The question of participation in the payments system again became an issue in 
the recent case brought by the Director of Investigation and Research against 
the Interac Association and its members. Life insurers and independent invest- 
ment dealers argued as intervenors that they should be able to join Interac to 
allow their customers to use its banking machines and point-of-sale terminals. 
The arguments of these intervenors were not reflected in the Director’s Draft 
Consent Order. Nevertheless, the Competition Tribunal expressed sympathy 
for their case, but could not act on it because it was outside its jurisdiction.* 


The issue in both of these instances has been the same in principle. Institutions 
competing with payments system participants wished to offer payments ser- 
vices to their customers. When the cheque was the predominant form of non- 
cash payment, the issue was confined to the offering of chequing services. 
Today participation in the payments system implies much more. It means the 
ability to offer customers access to the services of automatic banking machines 
and the use of debit cards at point-of-sale terminals. In the future, this access 
may mean even more. It may involve access to smart cards, e-money, Internet 
banking and a host of other possibilities. 


A recent development with respect to access to the payments system has been 
the work of the Payments System Advisory Committee. This committee, 
appointed at the same time as the Task Force, was chaired jointly by the Bank 
of Canada and the Department of Finance; it consisted of representatives from 
consumer and retail organizations and financial institutions, together with aca- 
demics. It was intended to assist the Department of Finance in its review of the 
payments system and functioned in parallel with the Task Force because of the 
technical nature of payments issues.°* To draw the advisory process to a close, 
the Department has now prepared a discussion paper as input to the Task Force 
for its consideration of payments issues in the context of its broader work.” 


54 Royal Commission on Banking and Finance, Report, 1964, p. 393-94. 


‘5 The Competition Tribunal Reasons for Consent Order states (p. 35): 
Unfortunately, the scope of this application does not allow us to do anything more to assist 
the intervenors with their valid concerns.... Nonetheless, as we have concluded that the 
actions of the CPA in this matter are beyond the scope of this application, there is little 
more that can be done in this forum. 


In the course of its work, the committee reviewed four discussion papers (“Staff Papers”) prepared 
by the staff of the Bank of Canada and the Department of Finance that have now been made 
public. They may be found at www.fin.gc.ca 


Department of Finance, Payments System Review Discussion Paper (July 1998). 
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Benefits to Consumers 


The debate on access to the payments system has been expressed primarily as 
an issue of business powers and their effects on the competitive positions of dif- 
ferent financial institutions. The major public interest in the issue, however, is 
the impact on consumers of extending participation in the payments system. 


Access to the payments system remains one of the remaining traces of the “four 
pillars” approach to the financial system that has increasingly eroded over the 
past 20 years. A consequence of the four pillars regime was that it forced con- 
sumers to establish separate relationships for different financial products, at 
some cost. But, most important, the segmentation inhibited competition for 
consumers’ business and restricted their range of choice. 


The extension of access to the payments system for institutions such as life insur- 
ers, mutual funds and investment dealers would represent a further breaking 
down of barriers. Each of these groups can improve its services to consumers 
through expanded access. Life insurers will be better able to compete to retain 
their customers’ proceeds from the realization of claims and payments from 
annuities if their customers can make payments. Similarly, both money market 
funds and balances at investment dealers would become closer substitutes for the 
savings products of deposit-taking institutions with payments services. 
Consumers can benefit from greater convenience and from the prospect of 
greater competition for their business. 


Possible Costs of Expanded Participation 


The payments system by its very nature creates interdependence among partic- 
ipating institutions because the final settlement between institutions takes place 
after the transaction that created the need for the settlement. Balanced against 
the benefits to consumers from broader participation are the possible impacts 
on existing participants and their customers. 


The Canadian payments system generally gives consumers immediate use of 
their funds when they deposit a payment item. While Canadians may take this 
feature for granted, customers in Germany and the Netherlands wait an aver- 
age of two days to use their funds and those in the United Kingdom, 
Switzerland and Australia wait at least four days on average.5’ Extended par- 
ticipation, to the extent that it would result in longer delays, would impose 
direct costs on consumers. Consumers could also be affected indirectly through 
higher costs if their institutions must develop new procedures to assure same- 
day access while protecting themselves from risk. 


‘8 McKinsey, The Changing Landscape, Exhibit 6-38. 


71 


Existing participants in the payments system may face both higher cost and 
higher risks because of expanded participation. These risks include the credit 
risk that a financial institution will default on its settlement obligations, the liq- 
uidity risk that an institution will meet its obligation only after some delay, the 
legal risk that an institution may be legally constrained from meeting its com- 
mitments to others, and the operational and security risk that human error, 
equipment malfunctions, system design flaws or fraudulent access to payment 
information might result in payment errors or delayed payments. 


These risks can create systemic risk, the risk that problems at one institution 
will cause others to fail to meet their obligations. At worst, the problems can 
spread to create difficulties for the system as a whole. While managing systemic 
risk must be at the forefront in the design and regulation of payments systems, 
especially those dealing with large-value transactions, it should be less of a con- 
cern with respect to extending access for retail payments where the size of the 
new institutions and their customers’ transactions will both be relatively small. 


Criteria for Participation 


Any extension of participation in the payments system must be based on a bal- 
ancing of the benefits to consumers against any possible costs that this access 
could impose on existing participants in the payments system and their cus- 
tomers. It is useful to examine criteria for access that can be applied to new 
entrants to limit potential concerns.°? 


System of Regulation and Oversight 


Participants in the payments system need confidence that the institutions with 
which they deal will remain solvent and meet their settlement obligations when 
due. As the Payments Discussion Paper states: 


Formal regulation and supervisory oversight represent an important signal in 
this regard, indicating that a participant is following reasonable guidelines for 
prudent behaviour — relating to financial and other matters — and that some 
reputable body is formally charged with overseeing compliance with those 
rules.° 


The paper stresses that the regulatory regime must include both appropriate 
solvency and liquidity standards. Solvency standards help to ensure that the 
participant will ultimately be able to meet its settlement obligations. But a 
smoothly functioning payments system also requires that these obligations be 


°° The following section is based on the Payments Discussion Paper. 


60 Payments Discussion Paper, p. 8. 
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met as they come due. Hence, participants in the payments system must adhere 
to liquidity standards in addition to solvency standards.®! 


The regulatory and supervisory regimes governing different participants in the 
payments system need not be identical. Participants in the payments system are 
regulated for two distinct reasons: their participation in the payments system and 
the nature of the claims they offer to customers. Some of the prudent measures 
governing an institution may be justified because of the types of claims they offer 
their customers and may not be needed for participation in the payments system. 
The regulatory regimes must, however, share the feature that they assure other 
participants in the payments system of the institution’s soundness. The means to 
achieve this objective may differ among different types of institutions. 


It is also possible for an institution to participate in the payments system when 
its regulatory regime does not fully meet the expected liquidity and solvency 
standards. In such an instance, the institution must accept additional measures 
to ensure its liquidity and solvency. In effect, additional rules and risk controls 
required by the payments system become substitutes for regulatory standards. 
The possible impact of such measures on the operation of the system and on the 
quality of service provided to its users, however, must be carefully considered. 


Access to Liquidity Support 


A payment participant’s access to liquidity support will be important for the 
other participants with which it deals. Liquidity support allows a financially 
solvent institution to fulfill its payments obligations when, during the normal 
course of business, it has insufficient balances to do so. Potential participants 
should be able to create security interests in their property in order to provide 
security to the supplier of the liquidity. 


Legal Framework 


The legal framework governing an institution will also be important to other 
members of the payments system both in the normal course of business and in 
the event of a member’s failure. The legal system will determine whether the 
institution will be able to clear and settle payments according to the rules of the 
payments system. Just as important, it will also determine whether the member 
can pledge collateral and whether the loss-allocation rules of the payments sys- 
tem can be sustained in the event of an institution’s failure. If potential new 


61 Being governed by a rigorous regulatory regime may also have a benefit beyond the dealings with 
other members of the payments system. As the Payments Discussion Paper notes, a regulatory 
regime with strong solvency and liquidity requirements can make an institution’s cheques more 
acceptable to others as payment. 


62 Among possible risk control mechanisms are caps on members’ multilateral net debit positions, 
collateral pledged by participants, and bilateral credit limits established between participating 
members. 
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entrants cannot meet these standards, changes to the legislation or regulations 
that govern these new entrants may be necessary to permit them to participate 
in the payments system. 


Operational/Technical Standards 


All members of the payments system must meet technical and operational stan- 
dards in carrying out payment functions in order to avoid operational failures, 
protect the security of payment information and achieve maximum efficiency. 
Technical and operational standards are critical for ensuring the timeliness that 
is vital to activities and procedures in the payments system. 


Expanded Participation: Conclusions 


The Payments Discussion Paper provides a preliminary review of the business 
and regulatory structures that apply to each group of institutions — life and 
health insurance companies, investment dealers and mutual funds — seeking 
participation in the payments system.® Those for which the criteria are found 
to be satisfied — or for which the criteria could be satisfied by introducing 
restrictions on their payments system activities or other risk controls — could 
be permitted to participate directly in the payments system and be eligible for 
membership in the CPA. 


The Task Force believes that expanded access to the payments system is vital 
for strengthening competition for consumer financial services. This participa- 
tion will be important, not just for the core payments system but also for other 
networks, such as Interac, that build on it.® 


The Task Force also recognizes that increased participation will require careful 
review of potential participants, their business and their regulatory framework 
to determine any conditions that may be required from them. It expects that 
life insurers, money market funds and investment dealers will be capable of 
meeting the criteria with few, if any, restrictions.6° The Department of Finance 
should give high priority to a prompt review of these matters so that the 
institutions can participate in the payments system as soon as possible. 


6 Jt has been suggested that money market funds would be the only mutual funds considered for 


participation and that the funds themselves, and not their managers, would be the participants. 
The issues to be addressed are quite different in each case. 


64 Payments Discussion Paper, p. 10. 


65 This issue is discussed more fully in Background Paper #1, Competition, Competitiveness and the 


Public Interest, chapters 4 and 7. 


6° Over 40 brokerage firms and about 90 percent of money market funds in the United States offer 
accounts with payment services with no apparent problems. While these organizations are not 
direct members of the payments system, their relationship with banks is similar to that between 
indirect and direct clearers in Canada. See The Director of Investigation and Research v. Bank 
of Montreal, et al. (1996), Competition Tribunal, Reasons for Consent Order, pp. 28-29. 
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Expanded Access and Governance of the Payments System 


There is a strong public interest in both the reliability of the payments system 
and the state of competition in supplying payments and related services. 
Greater access by itself may not be sufficient to effectively expand the choices 
available to, and the competition for the business of, Canadian users of pay- 
ments services. It will not mean much if the groups provided with access are 
unduly constrained by rules and practices that limit their ability to provide full 
payments services to their customers. As a result, there may be a need to recon- 
sider the governance of the payments system to ensure that the public interest 
in the payments system is adequately reflected. 


At present the governance of the payments system is in the hands of the CPA, 
which itself is governed by a Board of Directors with equal representation from 
the chartered bank members and the non-bank deposit-taking institutions. The 
Board establishes the by-laws, rules, standards and guidelines that shape the 
operations of the CPA and the clearing and settlement systems in Canada. By- 
laws adopted by the Board require the approval of the Governor-in-Council, 
whereas the rules established by the Board are binding without any further 
approval.°” 


The existing governance structure of the CPA has some provision for outside 
influences on its decision making. OSFI reports annually to the Minister of 
Finance on the CPA’s compliance with its Act, but it does not have “either rule- 
making or cease and desist powers with respect to CPA operations.”®* The 
Bank of Canada now has powers under the Payment Clearing and Settlement 
Act of 1996 to supervise clearing and settlement systems in order to control 
systemic risk to the financial system. 


The CPA itself has taken measures to increase openness to outside views. It now 
has a Stakeholder Advisory Council that advises the Board from the perspec- 
tives of a variety of interest groups. Further, the CPA Consultative Committee 
provides a forum through which members of the CPA Board and representatives 
from the Department of Finance discuss public policy issues. Nevertheless, aside 
from the need to gain approval for its by-laws from the Governor-in-Council, 
the CPA operates autonomously. 


The present structure of the CPA’s decision making, augmented by new partic- 
ipants, appears to be appropriate for ensuring reliability of the payments sys- 
tem because all members depend on the performance of the others and have a 


67 The Chair of the CPA, a senior official of the Bank of Canada, has the power to determine whether 
a proposed rule is consistent with the CPA’s by-laws. 


68 Achieving the Public Policy Objectives: The Governance of the Payments System in Canada, 
Background Paper for discussion by the Payments Advisory Committee, prepared by the staff 
of the Bank of Canada and the Department of Finance, December 1997, p.14. 
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vested interest in technical standards and practices that support the reliability 
of the system. In addition, it ensures that industry expertise with respect to 
technical aspects of the payments process will be reflected in decisions. On the 
other hand, the present structure appears less well-suited to dealing with mat- 
ters of competition and innovation, both of which can provide challenges to 
existing members. As the Payments Discussion Paper states: 


... decisions made by direct participants may at times favour their interest and 
priorities over those of others affected by those decisions, including individ- 
uals and corporate users of the payments system and providers of similar or 
related services.° 


Review of CPA Decisions 


The Task Force believes that there is a need to ensure a proper balance between 
efficiency, safety and competition in the payments system. To achieve this, the 
Task Force proposes that the Minister should have the power to review and 
revoke any changes in the rules of the CPA, as well as the power to approve in 
advance the by-laws of the CPA or any changes in the by-laws. 


Review of CPA decisions in itself may not always be sufficient. Existing rules 
and by-laws may become outmoded, especially in light of rapidly evolving pay- 
ments technology, and may need reconsideration. The Task Force also pro- 
poses that the Minister of Finance have the power to issue directives to the 
Board of the CPA to make changes to by-laws, rules or operating practices, 
when such changes are deemed to be in the public interest. 


The rapid change in the payments system creates a need for a periodic stocktak- 
ing to ensure that the system is evolving in the right directions. The Minister 
should, from time to time, establish a committee with broad representation from 
interests such as consumer and other user groups, suppliers to the payments sys- 
tem such as payroll companies, and computer and communications companies, 
together with financial sector representatives. This committee should undertake 
a review of how the system is evolving, and advise the Minister with respect to 
the development of the system and any measures needed to protect the public 
interest in the system. The committee’s mandate should expressly include con- 
sidering the proper balance between the public policy goals of efficiency, safety 
and competition in the development of the system. 


6? Payments Discussion Paper, p. 13. 
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CPA Governance 


The proposals for review of CPA decisions set out above address concerns 
about industry groups overseeing an activity with such a strong public interest 
focus. While the Task Force does not have specific proposals regarding a recon- 
stituted board for the CPA, there are several points that should be considered. 


With respect to the CPA’s mandate for the operation of payments systems, a 
board of participant representatives and representatives of major users and sup- 
pliers such as payroll companies, and computer and communications providers, 
ensures that industry expertise with respect to technical aspects of the payments 
processes will be reflected in decisions. The review committees to be appointed 
periodically by the Minister will provide a vehicle for broader input from the 
public sector and consumers, so these groups may not need to be represented on 
the CPA Board. However, the Task Force expects that even without formal board 
representation, the CPA would continue to solicit direct public input though the 
CPA Stakeholder Advisory Committee or a similar process. The Task Force also 
expects that close working relationships will continue among the CPA, the Bank 
of Canada and other federal authorities. 


In summary, the Task Force believes that its proposals regarding the payments 
system will benefit Canadians by: 


¢ increasing the number of suppliers of transaction accounts and other payments 
services by providing direct access to the payments system for qualifying non- 
deposit-taking institutions; and 

¢ ensuring that the broad public interest is served by providing a process to 
review and, if necessary, direct the decisions of the industry-controlled CPA. 


Insurance Retailing 


Canada, like other developed countries, has seen considerable convergence in 
financial services since the mid-1980s. There has been an increasing integration 
of banking and insurance around the world, with this phenomenon having 
been termed “bancassurance.” While the federal regulations prohibit complete 
integration of banking and insurance, the bancassurance phenomenon already 
exists in Canada. Banks, trusts and credit unions have long sold a limited range 
of insurance products (such as creditor life insurance) that are closely related 
to their lending businesses. The cooperative sector has long-standing links 
between deposit-taking and insurance. Since 1992 most large deposit-taking 
institutions in Canada have established insurance subsidiaries (see Exhibit 4.1). 
Bancassurance can take a number of forms ranging from marketing agreements 
to cross-shareholdings, and to control by banks or insurance companies of 
subsidiaries in the other activity. 


ae 


Exhibit 4.1 


Insurance Subsidiaries of Selected Canadian Deposit-Taking Institutions, 1997 
(offshore reinsurance subsidiaries excluded) 


Institution 


Royal Bank 


Canadian 
Imperial Bank 
of Commerce 


Bank of 
Montreal 


Scotiabank 


Toronto 
Dominion 
Bank 


National Bank 


Hongkong 
Bank of 
Canada 


Canada Trust 


Desjardins 


Credit Union 
Central 
of Canada?* 


Life insurance subsidiaries 


Property & casualty 
insurance subsidiaries 


Voyageur Insurance 
RBC General Insurance 
Assured Assistance Inc. 


CIBC General Insurance Co. Ltd. 
Personal Insurance Co. of Canada 
(CIBC Insurance) 


Scotia General Insurance Co. 
(formerly Canada Sec. Assurance) 


TD General Insurance 
(formerly Nova Scotia General) 


Canada Direct Insurance Inc. 


Meloche Monnex Inc. 


Société de portefeuille du Groupe 
Desjardins assurance générales 

e Assurances générales 
des caisses Desjardins 

e La Sécurité assurances générales 


, Co-operators General Ins. Co. 
CUMIS General 


1 Other credit unions, centrals and cooperatives share in the ownership of the insurance affiliates. 


Sources: company annual reports. 
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Current Regime 


Federally incorporated deposit-taking institutions (DTIs) are permitted to sell 
a specified range of insurance products through their branches.” In addition, 
they may have subsidiaries that can sell insurance of any kind using other 
distribution channels. DTIs may not share customer information with an insur- 
ance company regardless of whether the company is a subsidiary or unrelated, 
and may not target-market insurance sales to their existing customer base. The 
restriction on target marketing means that DTIs, for example, may enclose a 
flyer promoting auto insurance with the statements mailed to all its customers. 
However, it cannot send the information on auto insurance only to customers 
that have auto loans. 


Recent provincial legislation has tended to follow the federal model in only 
permitting in-branch distribution of credit-related insurance products by 
provincially regulated financial institutions. Quebec provides broader powers 
to DTIs, and British Columbia, Manitoba and New Brunswick permit credit 
unions and insurance brokerages or agencies to share premises, with some 
restrictions (see Exhibit 4.2). 


Exhibit 4.2 
Credit Union / Caisse Populaire Distribution of Insurance 


Credit unions may sell limited range of insurance products BC, Man., Sask., Alta., Ont., NS, 
in branch, similar to federal regulations. NB, PEI, Nfld. 


In addition to selling limited range of insurance products BC,* Man., NB 
in branch similar to federal regulations, credit union 
and insurance brokerage or agency may share premises. 


Insurance employees may sell general insurance Quebec law prior to Bill 188 
in branches of DTls. 


Licensed employees of DTIs may sell general and life insurance Quebec law after passage 
in branches. of Bill 188, June 1998. 


1 Restrictions to ensure that DTI branch and insurance offices are “separate and distinct” may be met by having 
a common lobby. 


70 The Insurance Business (Bank) Regulations pursuant to section 416 of the Bank Act (and the 
parallel trust company regulations) allow the following products to be sold in branches: credit 
or charge-card related insurance, creditor disability insurance, creditor life insurance, creditor loss 
of employment insurance, creditor vehicle inventory insurance, export credit insurance, mortgage 
insurance and travel insurance. Prior to 1992, federally incorporated DTIs were not permitted to 
underwrite insurance. For many years travel insurance and credit-related insurance underwritten by 
unrelated insurance companies had been sold through branches, and this power was continued in 
the 1992 legislation. In 1992 federally incorporated DTIs gained the power to underwrite insurance 
through subsidiaries. 
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The policy discussion over distribution by DTIs seldom makes a distinction 
between the differing types of insurance because the policy issues are similar 
despite the differences in life and general insurance markets. 


Bancassurance activities in most countries focus on life insurance, with the 
share of the property and casualty insurance market held by DTIs generally 
amounting only to a fraction of the life insurance share (see Exhibit 4.3). In 
Canada, about 10 percent of the general insurance market is held by DTIs, 
either directly or through subsidiaries and affiliates (see Exhibit 4.4). A signif- 
icant portion of this share is due to the ownership linkages between the credit 
union movement and Co-operators Group Limited, which alone has about 
6 percent of the Canadian general insurance market, as well as to the 11 percent 
share of the Quebec market held by Desjardins. 


Exhibit 4.3 
Market Share of Bancassurance in Europe, 1996 


Percentage 
70 


60 : 
50 
40 | 
30 


20 


10 » __. __ i. __ 


Belgium France Germany Italy Netherlands Spain Sweden 


United 
Kingdom 


Source: ARGUS, June 20, 1997. 


Many of the insurance products sold through branches are underwritten not by 
a bank subsidiary but instead by insurance companies unaffiliated with the 
deposit-taking institutions, and are distributed through a networking agree- 
ment.’! This is likely to change over time as the DTIs’ insurance subsidiaries 
develop or acquire more expertise and capacity. 


71 Networking is the sale of a financial product by one financial institution or market intermediary 
that is produced (or “manufactured”) by another financial institution. While the arrangements 
continually vary, and over time the bank-owned insurance subsidiaries are likely to do more under- 
writing, all the large federally incorporated financial institutions are involved in networking the 
insurance products of unaffiliated companies. 
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Exhibit 4.4 
Insurance Distribution by Canadian Deposit-Taking Institutions 


1) Percentage of Total Market, 1994 


Through branches?* Subsidiaries or affiliates 
General insurance S i 
Life insurance 4 6 


1 Includes “permitted” products such as travel insurance and group creditor life, plus in-branch sales in Quebec 
and sales of credit union-affiliated insurance brokerages sharing premises where provincial legislation permits. 


Source: Brent Sutton, Bancassurance Activities in Canada: A Primer on the Issues, Conference Board of Canada, 
1996 


2) Premiums Written by DTI Affiliates, 1996 and 1997 


Institution Gross life premiums Gross P&C premiums 
written ($ millions) written ($ millions) 


1996 US 1996 ASIN 


Royal Bank of Canada 95 100 
Desjardins Alo Ae) 
Bank of Nova Scotia : 38) 
Bank of Montreal 

Toronto-Dominion Bank 

CIBC 

Canada Trust 

Hongkong Bank of Canada 


National Bank 


N/A: Not available publicly; the bank did not respond to Task Force requests for the data. 
None = No such affiliate. 
O = Affiliate reports no premiums written. 


1 P&C data for CIBC are Net Premiums Earned, as the Gross Written premium numbers would significantly 
overstate the size of business because of quota share arrangements in place between CIBC’s two P&C entities. 


2 Auto, home, small business and travel insurance through subsidiaries of Meloche Monnex Inc. Acquired by 
CT Financial in April 1997. 


Sources: Information provided to the Task Force by individual institutions, annual reports. 


Historical Development 


Until 1992, federally incorporated DTIs were excluded from the insurance 
business in Canada with the exception of selling a limited range of insurance 
products, such as creditor life insurance, that had historically been viewed as 
incidental to the business of banking. Insurance companies could have deposit- 
taking subsidiaries and, as of the end of 1991, Standard Life, Sun Life, 
Metropolitan Life, Mutual Life and Manulife all owned trust companies. The 
most developed bancassurance activity in Canada before 1992 was in Quebec, 
where insurance affiliates of the caisses populaires were permitted to distribute 
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insurance through the branches of the caisses. In addition, credit unions in a 
number of provinces owned insurance brokerages. Deposit-taking institutions 
quickly took advantage of the expanded business power provisions of the 1992 
legislation to establish or acquire insurance subsidiaries. To date, the bulk of 
the growth in the deposit-taking share of insurance activities has come from 
new incorporations or relatively small acquisitions. 


Distribution of insurance was one of the most highly charged issues in the 
debate over the 1997 review of the federal legislation. DTIs argued for 
expanded powers, which were strenuously opposed by insurance industry 
groups. The Minister of Finance announced in the March 1996 budget speech, 
“We have concluded that the financial sector has yet to fully adjust to this 
[1992 legislative] framework. Therefore, the present restriction on banks sell- 
ing insurance will be maintained.”’”* This announcement served to suspend a 
debate that had been continuing unabated since before the 1992 legislation. 
The 1996 White Paper later made it clear that the 1997 review was to be rela- 
tively narrow in scope and technical in focus. 


International Experience 


Links between banking and insurance have a long history throughout the world, 
particularly in Europe. The broad forces of change that have affected the finan- 
cial services industry have helped to fuel the growth of bancassurance. As most 
industrialized countries face an ageing population with an increasing number of 
net savers, consumers have increasingly looked to wealth management advice 
and insurance products such as annuities rather than traditional deposits. 
Responding to this change in consumer preference, deposit-taking institutions 
around the world have sought a bigger role in insurance markets. In a number 
of countries such as Germany and France, tax treatment encouraged early entry 
by banks into life insurance as they found their deposit products uncompetitive 
with insurance products offering a tax-advantaged savings vehicle. 


Changing consumer preferences have also provided an incentive for insurance 
companies to develop linkages with deposit-takers. Commodity products, such 
as individual term life insurance and many annuities, are expensive to distrib- 
ute through a traditional agent or brokerage channel. Insurance companies in 
many countries have looked at marketing agreements with deposit-taking insti- 
tutions as a way to reduce the high costs associated with distribution through 
an agency sales force. Financial institutions seeking economies of scale and 
scope have sought to provide a broad range of insurance and banking prod- 
ucts, both through common delivery channels such as bank branches and 
through separate distribution channels operating within a common ownership 


7 Budget Speech, Hon. Paul Martin, P.C., M.P., Minister of Finance, March 6, 1996. 
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structure. Bancassurance is one manifestation of the broader trend toward 
financial services firms providing the full range of products and services 
required by customers. 


Worldwide, most bancassurance activity has involved life insurance products, 
with sales of property and casualty insurance by deposit-taking institutions 
generally not accounting for a significant share of the market | 


One of the determinants of how bank-insurance linkages have developed is the 
regulatory framework. Exhibit 4.5 provides an overview of business powers for 
selected countries. Most countries provide some latitude for deposit-taking 
institutions to engage in insurance activities. Even in the United States, which is 
typically viewed as having a highly restrictive regime because banks cannot 
underwrite insurance, banks representing more than 70 percent of U.S. deposits 
distribute insurance.” 


Europe 


Beginning in the mid-1980s, most of the major French banks incorporated 
insurance subsidiaries. Banks have made great inroads into the market, with 
about 60 percent of life insurance now being sold through banks. A major rea- 
son for this success has been the sale of standardized life products with a sav- 
ings component, taking advantage of favourable tax treatment of insurance 
products versus deposits. Most of the large banks and insurance companies 
have linkages to major players in the other sector. 


The linkages in France have not all been bank-dominated, with Union des 
Assurances de Paris (UAP), the third-largest life insurer in France, having acquired 
Banque Worms (16th-largest in France) in 1984. Another large insurer, Groupe 
des Assurances Nationales (GAN), has a controlling interest in Crédit Industriel 
et Commercial (CIC), the eighth-largest bank. 


Banks in Germany began to focus on the insurance business in the late 1980s, 
largely spurred by a long-term decline in deposit growth at the expense of tax- 
advantaged life insurance savings. Prior to this, a few of the major banks had 
sold insurance on an agency basis, and the landesbanks marketed the products 
of the state-controlled insurance companies in their regions. Banks and life 
insurance companies are permitted to have subsidiaries in the other sector, 
although there are a number of ownership restrictions and the possibility of the 
regulator prohibiting an acquisition. 


73 Association of Banks in Insurance, Fact Book (Washington, D.C., 1995). 
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Exhibit 4.5 
Insurance Powers of Deposit-Taking Institutions 


In-house Ownership of Use of customer 
business powers subsidiaries information 


Country Underwriting _—_ Distribution Insurance Insurance In-house- Marketing by 
of insurance _ of insurance agencies companies marketing outside firms 


Canada Not Yes No 


France 
Germany 
Netherlands 
United Kingdom 


United States 


Notes 

1 Federally incorporated deposit-taking institutions may distribute certain types of insurance through their 
branches. These are: credit or charge-card related insurance, creditors’ disability insurance, creditors’ life insur- 
ance, creditors’ loss of employment insurance, creditors’ vehicle inventory insurance, export credit insurance, 
mortgage insurance and travel insurance. Provincially regulated DTIls in Quebec prior to June 1998 could 
distribute group life insurance products through their branches, and general insurance through licensed 
employees of their affiliated insurance companies located in the branches. The Desjardins caisses populaires 
made extensive use of this power. Bill 188 permits licensed DTI employees to sell insurance. 

2 Not all provinces permit credit unions to own insurance agencies. 

3 Customer information may not be communicated to an insurer, but non-targeted promotional material such as a 
mailing to all credit card customers is permitted. 

4 Deposit-taking institutions may undertake this activity but may face greater restrictions than other financial 
institutions. 

5 Targeted marketing is not prohibited by law in the Netherlands. However, Dutch deposit-taking institutions have 
agreed not to undertake such activities. This agreement is detailed in an agreement with the Dutch Bankers 
Association. 

6 There are a small number of grandfathered exemptions. 

’ Banks chartered in 38 states can distribute insurance. A small number of banks previously engaged in insurance 
were grandfathered under the Garn-St. Germain Act, 1982, which restricted the insurance activities of bank 
holding companies. National banks may act as insurance agencies in towns with a population of less than 5,000. 

8 Not permitted in all states. Most bancassurance activity is undertaken in insurance agency subsidiaries or 
affiliates. Some states require banks to use “Third-Party Marketing Agreements” as banks are restricted in their 
ability to own agencies or have their own licensed agents. 

9 Bank holding companies have been explicitly excluded from most insurance business since the Garn-St. Germain 
Act, 1982, but there are some exceptions and grandfathering provisions. State regulations vary. 


Sources: Financial Conglomerates (OECD, 1993); Robert A. Eisenbeis, “Banks and Insurance Activities,” in Saunders 
and Walter, eds., Universal Banking (New York: New York University 1996); James R. Barth, Daniel E. Nolle, Tara N. 
Rice, Commercial Banking Structure, Regulation and Performance: An International Comparison (Washington, D.C.: 
Office of the Comptroller of the Currency), Economic Working Paper 97-6, March 1997; Association of Banks in 
Insurance; The Conference Board of Canada; regulatory authorities in various countries. 


An insurance company led the German approach to allfinanz, the combination 
of banking, insurance and securities in the same entity. In 1988, Aachener and 
Muenchener Group, the fifth-largest insurer, acquired the 14th-largest bank in 
Germany. The three largest German banks responded to this trend to allfinanz 
in different ways: Deutsche Bank by incorporating its own insurance company, 
Dresdner through a marketing agreement with Allianz (the largest insurer 
in Germany), and Commerzbank through a joint venture with Deutsche 
Beamtenversicherung, a mutual insurance company. Bank penetration of the 
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insurance market has been slow, with bancassurance activities accounting for 
about 10 percent of life and 5 percent of general insurance sales in Germany. 


Banks in the Netherlands have long had the ability to distribute insurance. 
Until 1990, however, there was a strict separation of banking and insurance 
underwriting. Banks and insurance companies were limited to holding 5 per- 
cent of the voting shares of a firm in the other sector. These restrictions were 
relaxed in 1990 and led to several large insurance-bank mergers. In 1991, 
National Nederlanden, the largest insurer with approximately 20 percent of 
the life market and 10 percent of the general insurance market, formed a hold- 
ing company (ING) with NMB-Postbank, the third-largest deposit-taker. Many 
of the large insurers own mortgage banks (this was permitted prior to 1990) 
and other smaller banks. ABN-Amro has developed its own insurance opera- 
tions. Unlike the trend in other countries, the dominant partner in bancassur- 
ance activities in the Netherlands tends to be an insurance company. 


Banks and building societies in the United Kingdom have long had the ability 
to distribute insurance, subject only to the requirement that it be sold solely by 
licensed intermediaries. An informal agreement between the Bank of England 
and the Department of Trade and Industry to restrict cross-ownership of banks 
and insurance companies ended in the mid-1980s. Following this, the large 
clearing banks and building societies began to incorporate or acquire small to 
mid-sized insurers, and many also entered into cooperative marketing agree- 
ments with insurance companies. By 1992, all major insurers with the excep- 
tion of the largest, Prudential U.K., had some form of relationship with a bank 
or building society. Deposit-taking institutions distributed about 14 percent of 
all U.K. life insurance in 1989 and about 22 percent in 1996. 


While the focus of bancassurance has been on life products, Royal Bank of 
Scotland built a new general insurance subsidiary, Direct Line, which has 
become a worldwide model for direct insurance sales by both bank-owned 
insurers, such as CIBC Direct in Canada, and other P&C companies such as 
ING. Direct Line sells exclusively by telephone, and does not share premises or 
staff with its bank parent. Use of customer information is restricted by the 
March 1992 voluntary Code of Banking Practice, which prohibits the release 
of customer information by banks to their affiliates without the express con- 
sent of the customer. Quite apart from this restriction on the use of informa- 
tion, Direct Line opted not to rely on branch referrals because of its strategy of 
accepting only certain categories of risk. While branch referrals are permitted 
with consumer consent, there is a concern that the banking relationship would 
be endangered if Direct Line declined to underwrite insurance for a referred 
customer. Despite the success of Direct Line and its imitators, independent bro- 
kers continue to sell the bulk of general insurance in the United Kingdom.”4 


74 Insurance Bureau of Canada, Preparing for 1997, January 1996. 
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United States 


As detailed in the notes to Exhibit 4.5, despite some quite stringent federal laws 
and insurance licensing restrictions in some states, U.S. banks are active in the 
insurance market. U.S. banks focus on distribution of third-party products, with 
the bulk of bank insurance sales being composed of annuity products supplied 
by unaffiliated life insurance companies. Canadian insurers such as Sun Life, 
Great-West Life, Manulife and Canada Life distribute their products through 
banks in the United States. Banks account for about a quarter of all annuity 
sales in that country. Reliable estimates of the share of other life and general 
insurance products distributed through banks and thrifts are not available, but 
the market share is quite small. About 55 percent of general insurance in the 
United States is distributed by independent brokers.” 


Since 1916, banks in the United States have had the ability to act as insurance 
agencies in towns with populations of less than 5,000. This small town exemp- 
tion was introduced to provide more competition in smaller centres that were 
viewed as underserved by the insurance industry. Banks and bank holding com- 
panies have also been permitted to sell a narrow range of insurance products 
“incidental” to the business of banking. While the permitted products differ, the 
concept is similar to the current Canadian limits on insurance that can be dis- 
tributed through branches. A series of recent court cases have provided greater 
business powers within existing legislation,” and more states are providing 
insurance powers for state-chartered banks. As a result, the percentage of banks 
involved more broadly in the sale of insurance is likely to increase significantly. 


One of the major recent events in the United States is the development of a reg- 
ulatory regime for the distribution of insurance through banks, with the sup- 
port of both banks and insurance agents. For many years there has been 
tension between banks, which have sought broader insurance powers, and 
insurance agents and brokers, who have opposed the expansion. State licens- 
ing requirements, which in some cases made it difficult or impossible for banks 
and/or their employees to obtain the necessary licences, were frequently seen as 
barriers to greater bank involvement in insurance. 


734 Ibid: 


76 Independent Insurance Agents of America v. Ludwig, D.C. Court of Appeals, 1993, established 
that the “small town exemption” does not place geographic restrictions on the solicitation activities 
of a bank’s insurance agency business or the location of its insureds, meaning that national banks 
can serve a broad clientele from an office located in a small town. NationsBank of North Carolina 
v. Variable Annuity Life Insurance Company, U.S. Supreme Court, 1995, found that the sale of 
annuities issued by life insurers is incidental to the business of banking and is therefore a permissible 
activity for national banks. Barnett Bank of Marion County v. Nelson, U.S. Supreme Court, 1996, 
established that the Office of the Comptroller of the Currency has the power to pre-empt all or part 
of state laws which prevent or significantly interfere with a national bank’s ability to sell insurance 
from small town locations, meaning that states will no longer be able to maintain restrictions on 
the ability of banks, their employees or affiliates to obtain insurance licences. 
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Recent court decisions (see note 76) determined that the Office of the 
Comptroller of the Currency could override discriminatory state licensing 
requirements, and also meant that insurance could be delivered nationwide 
from a single small town location. In essence, this meant that a national bank 
could sell insurance without having a state licence if the laws of that state dis- 
criminated against banks by, for example, prohibiting the employees of banks 
from holding insurance licenses. Faced with the prospect of unlicensed compe- 
tition, the insurance lobby in the United States shifted its focus from trying to 
keep the banks out of the insurance distribution business to developing a work- 
able regulatory regime that would include banks. 


Since insurance is a state responsibility, legislation can vary significantly. One 
way of achieving some level of consistency is to use “model codes,” which are 
generic templates for legislation developed by the National Association of 
Insurance Commissioners (NAIC). The model code for bank distribution of 
insurance has the support of both banking and insurance agents’ industry asso- 
ciations. Illinois became the first state to enact the model code, effective 
October 1,,1997. 


The key elements of the Illinois regime are as follows: 


e Any deposit-taking institution may become an insurance agency (not an 
underwriter) licensed to sell any kind of insurance that other insurance 
agents can sell. 


e Any employee of a deposit-taking institution, subject to meeting salesperson 
licensing requirements, may sell insurance anywhere, including in the branch. 


e Larger institutions are required to separate the lending and insurance func- 
tions, but referrals can be made freely and the lending and insurance functions 
can take place in the same area of the branch. 


e Banks can use customer information to solicit insurance business but cannot 
release it to a third party without customer consent. 


¢ Disclosure requirements deal with the risks of tied selling. They include the 
requirement for prominent display of the following wording: “You may 
obtain insurance required in connection with your loan or extension of 
credit from any insurance agent, broker or firm that sells such insurance. 
Your choice of insurance provider will not affect our credit decision or your 
credit terms.” 


¢ Banks selling insurance are prohibited from using health information 
obtained from a customer’s insurance records for any purpose other than its 
activities as a licensed insurance agency.” 


77 llinois House Bill 586. 
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Many of the key elements of the Illinois model code have been reflected in the 
development of Quebec’s Bill 188. 


The development of bancassurance activities in various countries reflects the 
unique circumstances in each jurisdiction. However, there is clearly a world- 
wide trend toward closer links between banking and insurance, with the share 
of the insurance market accounted for by deposit-taking institutions and their 
affiliates showing increases in most countries. It is important to note that 
insurance companies and their traditional distributors appear generally able 
to continue to compete in an environment of increasing bancassurance; 
indeed, in the Netherlands and to a lesser extent in France, the dominant 
player in bancassurance arrangements is frequently an insurance company. 
Most bancassurance activities have focussed on life insurance, perhaps 
because there is a greater similarity between banking and life insurance than 
banking and general insurance. 


Reconsidering Current Policy 


Since the introduction of the 1992 legislation and regulations, DTIs have been 
proposing changes to permit: 


e sharing of information between deposit-takers and related insurance companies; 


e targeted marketing (e.g., sending material about car insurance only to cus- 
tomers with car loans, rather than having to send the promotional material 
with all account statements or all credit card bills); and 


e distribution of insurance through branches. 


DTIs argue that distribution through branches and the ability to use customer 
information to market insurance would provide consumer benefits in the form 
of lower costs, more choice, increased access to insurance and more convenient 
service delivery. They also suggest that DTI distribution would enable cost- 
effective delivery to lower-income Canadians, expanding the size of the insur- 
ance market in Canada. A particular competitive concern of DTIs is that since 
they are not permitted to sell annuities or refer their customers to their insur- 
ance subsidiaries, long-term DTI customers converting RRSPs into annuities 
almost inevitably purchase an annuity from a life insurance competitor of the 
DTI. DTIs have not advanced the argument that expanded insurance powers 
are vital to international competitiveness. They have, however, suggested that 
distribution of insurance through branches might make it feasible to maintain 
branches that would otherwise become uneconomic. 


The arguments against providing this increased competition are threefold: 


e Increased competition will be short-lived if the large banks are able to 
exercise oligopolistic power over the market. 
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¢ Increased competition may result in job losses among the existing players in 
the insurance sector if the new entrants are successful. 


¢ Consumers may be subjected to coercive sales practices and abuse of personal 
information. 


Many submissions to the Task Force suggested that allowing DTIs to retail insur- 
ance would create unfair competition for existing insurance distributors, and 
would lead to difficult adjustments and loss of employment. It was contended 
that a bank could use its position as lender to coerce consumers to buy insurance 
as a condition of receiving other services (particularly credit) when it was not, in 
fact, in the best interest of the customer to purchase insurance from the bank. It 
was also suggested that banks controlled so much personal information that they 
would have an unfair marketing advantage over insurance agents and brokers. 


Most of the submissions to the Task Force touching on the insurance issue have 
been from industry groups, but this high level of industry concern is not 
matched by consumers. Public opinion research conducted for the Task Force 
indicates that less than one third of Canadians are personally concerned about 
this issue. Most Canadians want to be able to choose where they buy insur- 
ance, but there is also concern that banks selling insurance would have too 
much consumer information and that competition would increase only in the 
short run.”* This is consistent with concerns previously expressed by the 
Consumers’ Association of Canada (CAC) about the longer-term potential for 
banks to exercise market dominance. 


Business power restrictions have to be considered in the context of broader 
changes in the financial services sector and the Task Force’s vision of the future 
of the sector in Canada. While debate understandably tends to focus on the 
short-term interests of current and potential providers of services, the ultimate 
concern that should govern any business power restriction is the impact on 
consumers. 


Benefits to Consumers 


Allowing DTIs to distribute insurance will expand the opportunities for 
Canadians to purchase it. Research conducted for the Task Force indicates the 
following: 


Amongst lower income Canadians, a minority report that they have life, home or 
apartment, or separate health insurance. A small majority (56 percent) report 
that they had automobile insurance. In total, nearly one in five (17 percent) 
reported that they did not have any of the different types of insurance. This 
compares to at most 5 percent in other income groups.79 


78 Ekos Research Associates Inc., Public Opinion Research Relating to the Financial Services Sector, 
(Ottawa, September 1998), pp. 55, 56. 


79 Ibid., p. 18. 
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The survey did not identify why different respondents do not have insurance, 
and the Task Force is cautious about concluding that there is an underserved 
market in Canada. Nevertheless, experience elsewhere suggests that DTI 
involvement in insurance distribution has increased the overall size of the 
insurance market. 


In the United States, expanded distribution of annuities by banks has, at least 
in the short run, increased “total revenue for the industry and agents’ earn- 
ings,”8° as the total size of the market has increased. American consumers 
responded to the increased availability of annuity products by purchasing 
more, and this phenomenon is expected to be repeated as U.S. banks expand 
their sales of life insurance products other than annuities.*! 


A truism in the industry is that life insurance is sold, not bought, as most con- 
sumers are not proactive in identifying and filling their need for insurance. Less 
than half of Canadian households each year are contacted through current 
distribution channels. As illustrated in Exhibit 4.6, prospecting by agents and 
brokers understandably focusses on the higher-income segments. Even though 
households with annual income of less than $50,000 were more likely to 
purchase insurance, households with incomes of more than $50,000 were 
40 percent more likely to be contacted by an agent than a household with 
income of less than $20,000. Given the relationship between the size of the sale 
and the commission earned, agents and brokers have a strong incentive to 
focus their efforts on the segments likely to yield a large sale. 


Exhibit 4.7 illustrates both the increasing percentage of policies sold to higher- 
income earners and the larger premium income derived from the sale of what 
are typically policies with much higher face value. 


One of the arguments in favour of permitting DTIs to retail insurance through 
their branches and to use, with express consent, consumer information to mar- 
ket insurance, is that the improved economics facilitates serving lower-income 
consumers who may not be targeted by a traditional commissioned salesper- 
son. The evidence from the United Kingdom, where licensed salespersons can 
obtain “warm leads” from banks and building societies, is that these agents are 
much more productive than those who prospect in the traditional way. Similar 
synergies are the basis of bancassurance activity throughout the world. Such 
higher productivity can make it economic to target lower-income earners. 


80 Duff & Phelps Credit Rating Co., “Bancassurance, Part II,” Insurance Insights, June 1997. 
81 Tbid. 
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Exhibit 4.6 
Households with the Opportunity to 
Buy Insurance in the Last Year 
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Source: LIMRA, Trends in Canadian Insurance, 1997. 


Exhibit 4.7 
Ordinary Life Sales to Persons with Annual Income over $50,000 


ie}eyal 1995 


Percentage of policies 13 18 


Percentage of premiums 30 Bye 


Source: LIMRA, Trends in Canadian Insurance, 1997. 


Protecting Consumers 


The Task Force takes very seriously the issues of coercive tied selling and 
privacy of customer information. The potential for tied selling and abuse of per- 
sonal information exists within the current array of banking products. The Task 
Force has made proposals that it believes will effectively address these issues.®2 


Informed customer consent is a more common approach for dealing with pri- 
vacy concerns than an outright prohibition on offering products or sharing 
information. The nature of the consent required, the process for requiring it, 
and the need for full and understandable disclosure are all essential to an ade- 
quate privacy regime. The recommendations of the Task Force will consider- 
ably strengthen the current regime. 


8° Empowering Consumers, Task Force Background Paper #3. 
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The potential for coercive tied selling exists whenever multiple products are 
delivered through the same retailer. There is no evidence to suggest that the sale 
of insurance is so fundamentally different from all other business transactions 
that it cannot be sold through a distribution channel that also delivers other 
products to consumers. If this were the case, the logical conclusion would be 
that insurance agents and brokers should not be able to sell other products 
such as securities or provide financial planning advice for fear that they would 
engage in tied selling or abuse personal information. 


The Task Force does not believe that the ability to sell multiple products to 
consumers should be denied because of tied selling concerns. Rather, the prac- 
tice of coercive tied selling should be attacked directly through a legislated ban 
with serious sanctions and requirements for full and understandable disclosure. 
The Task Force proposals on tied selling will achieve that goal. 


The Task Force notes that large Canadian life insurers are active suppliers of 
the insurance products distributed by banks in the United States. Clearly, distri- 
buting insurance through a bank does not create consumer concerns that could 
only be addressed by banning such sales. Otherwise, as responsible institutions, 
Canadian life insurance companies would not engage in the practice. 


On balance, the Task Force believes that consumers can be protected by mea- 
sures other than an outright prohibition, and that consumers should have the 
ability to choose where they purchase insurance. If, as the life and general 
insurance industries maintain, their businesses are already highly competitive 
and customers are already well served, DTIs will have great difficulty in gain- 
ing market share as customers will continue to choose to purchase insurance 
through existing channels. 


More competition is in the interests of consumers generally. The Task Force 
believes it likely that low- and middle-income Canadians will be the principal 
beneficiaries of having basic insurance products, such as individual term life 
insurance, available through the branch networks of deposit-taking institutions. 


Accordingly, the Task Force proposes that restrictions be eliminated on deposit- 
taking institutions retailing insurance through their branches and using their 
customer information files to retail insurance, subject to the adoption of the 
proposed privacy and tied selling regimes. 


Many submissions, have expressed concerns about the necessity of ensuring 
that only appropriately educated and licensed salespersons serve consumers. 
This important part of ensuring consumer protection has been addressed 
provincially. Requirements vary among the provinces, and there is a need to 
upgrade the educational requirements for market intermediary licensing.® 


83 This is developed more fully in Empowering Consumers, Task Force Background Paper #3. 
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While the Task Force views a high national standard in licensing requirements 
as desirable, in the first instance any new entrants should be subject to existing 
consumer protection provisions. Accordingly, the Task Force is of the view that 
employees of deposit-taking institutions engaged in the sale of insurance 
should comply with applicable provincial requirements with respect to the edu- 
cation and licensing of insurance salespersons, so long as such requirements are 
non-discriminatory. 


The Task Force notes that a number of provinces have regimes that prohibit 
employees of deposit-taking institutions from obtaining insurance licences. The 
Task Force encourages the insurance and deposit-taking sectors to work with the 
provinces in developing a practicable regime that ensures the protection of con- 
sumers without discriminating against employees of DTIs. The Task Force has 
taken note of the Illinois model code and Quebec’s Bill 188, and it believes that 
these approaches could serve as the basis for a model code that would result in 
uniform standards across the country for licensing and, indeed, for other con- 
sumer protection issues. Such a model code, coupled with a system of mutual 
recognition among the provinces, would address the concerns raised in many 
submissions to the Task Force about multiple and inconsistent insurance regula- 
tory regimes across the country. 


Impact on Existing Players 


Quite aside from the debate over DTI retailing of insurance, it is clear that the 
distribution of both life and general insurance is changing. Exhibit 4.8 shows 
that direct response sales, which involve the use of call centres and the Internet, 
have grown at the expense of both traditional brokerage and captive agent dis- 
tribution of general insurance. If only personal insurance is considered (and 
commercial insurance is excluded), direct response accounted for approximately 
20 percent of direct premiums written in 1997, up from about 12 percent just 
three years earlier. 


Attracted by the success in the United Kingdom of Direct Line, a subsidiary of 
the Royal Bank of Scotland, new entrants such as CIBC Insurance and existing 
players such as Bel Air and the Cooperators are using call centres instead of 
brokers. The number of independent insurance brokerages in Canada has been 
steadily declining as the market has consolidated. Employment in brokerages 
has declined by 13 percent since 1991, but the number of licensed brokers and 
agents has increased in most provinces (see Exhibits 4.9 and 4.10). This reflects 
the use of technology within brokerages, meaning that fewer employees are 
required to support the activities of the licensed salespeople. 


Exhibit 4.8 
Growth in Premiums by Distribution Channel 


General Insurance, 1991-95 
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Sources: Canadian Underwriter; Ted Belton, RBC Insurance. 


Exhibit 4.9 
Total Licensed General Insurance Brokers/Agents by Province 
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Note: B.C. data only available from 1991. 
Sources: ACAPQ, RIBO, Alberta Treasury, Insurance Council of B.C. 
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Exhibit 4.10 
Total Licensed General Insurance Brokers/Agents by Province 
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1 Includes those licenced to sell accident and sickness insurance. 1989-92 data not available. 
2 Includes provincial auto licences. 


Sources: New Brunswick Department of Justice, Insurance Councils of Saskatchewan and Manitoba, Newfoundland 
Department of Government Services and Lands. 


The life sector has shown a similar trend, although the development of alter- 
native distribution channels is not as advanced (see Exhibit 4.11). Most 
Canadian life insurance companies are now engaged in some form of direct 
marketing.*4 The number of full-time life agents declined by 4.5 percent to 
17,250 between 1986 and 1996.8 Similarly, productivity per agent has also 
been steadily declining, with the average Life Underwriters Association of 
Canada (now the Canadian Association of Insurance and Financial Advisors) 
member selling 74 individual life polices in 1987 and 54 in 1996.86 Products 
such as term insurance and annuities are more likely than whole life policies to 
be sold through distribution channels other than career agents. Taken together, 
these data indicate that Canadians are taking advantage of a range of distrib- 
ution channels. The traditional life agent system is already being transformed 
into one that focuses more and more on the provision of advice as consumers 
increasingly choose to purchase commodity-type products through less 
expensive distribution channels. 


8# A 1995 Canadian Life and Health Insurance Association (CLHIA) survey indicated that 60 percent 
of 51 responding companies were then engaged in direct marketing and a further 21 percent were 
planning to engage in or were interested in engaging in direct marketing. Direct Marketing of 
Insurance in Canada, CLHIA, September 1995. 


85 LIMRA, Trends in Canadian Insurance, 1997. 
86 bid. 
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Exhibit 4.11 

Individual Life Premium Market Share 
Distribution channel 
“Own” agents 


Independent agents 


Independent marketing organizations 


Direct response 


Manufacturer-distributor agreements 


1 Not collected separately in 1989, included in Independent agents, was less than 4 percent of market in 1989. 
Source: LIMRA, Trends in Canadian Insurance, 1997. 


It is clear that consumers are taking advantage of new distribution channels 
and, regardless of whether federally incorporated DTIs gain expanded insur- 
ance business powers, both the life and general insurance sectors are restruc- 
turing and will continue doing so. 


While the incumbents are understandably concerned about the impact of new 
entrants on their profitability and employment, the Task Force agrees with the 
view of Standard and Poors: “Experience worldwide, ranging from New 
Zealand to Europe, suggests that banks and life insurers can both succeed 
when competing directly against one another and there is no reason Canada 
should be an exception.”®” Indeed, the Task Force believes that life insurance 
companies, strengthened by demutualization and expanded payments system 
access as proposed, can position themselves as major competitors to the banks 
across a broad range of financial services. 


In the general insurance segment, products which are viewed as commodities, 
such as auto and home-owners’ policies, are best suited to direct response or 
branch distribution. As noted above, many companies have already moved 
to embrace these new channels. However, it should not be overlooked that 
these commodity-type products are only part of the market. Commercial lines 
account for about 40 percent of general insurance premiums in Canada, and in 
provinces with government-provided auto insurance, commercial lines consti- 
tute a larger share of the market. Commercial lines continue to be sold through 
brokers and specialist agents, and there is no indication that new entrants will 
threaten this part of the business. 


The evidence from Quebec suggests that distribution of insurance through 
DTIs expands the number of delivery channels from which customers can 
choose. The previous regime in Quebec permitted general insurance to be sold 
by an insurer on the premises of a deposit-taking institution since 1987. Under 


87 Standard and Poor’s, Canadian Life Insurance Market Report, May 1997, p. 7. 
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Quebec’s Bill 188 passed in June, 1998, insurance may be sold by employees of 
deposit-taking institutions, subject to restrictions. Sales have to take place in a 
separately designated area of the branch through employees not involved with 
deposit-taking and lending. The DTI would have to register with the Bureau des 
services financiers and the Bureau will regulate the DTI employees involved in 
insurance sales. This includes meeting certification or licensing requirements. Bill 
188 permits a caisse populaire employee to sell life and general insurance, subject 
to licensing requirements and the restrictions on the use of information in the 
Quebec privacy code. 


There are about 90 general insurance companies active in Quebec, with 
Desjardins having 11.4 percent of the market (see Exhibit 4.12). Much of the 
Desjardins market share has been gained through the ability of an employee of 
the general insurance affiliates to share premises in the local caisse. This 
undoubtedly contributed to the 5 percent decline in the number of licensed gen- 
eral insurance brokers in Quebec between 1987 and 1997, but the Quebec 
market remains served by a range of distribution channels. 


Exhibit 4.12 
Five Leading General Insurers in Quebec, 1997 
Direct Premiums Written, Total Market $3.8 billion 


Company Market share 
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Source: Canadian Insurance, Statistical Issue, 1998. 


There are about 120 life insurance companies active in Quebec, with Desjardins 
Life having about 18 percent of the market (see Exhibit 4.13). Desjardins is 
currently limited to selling group insurance through the caisses. Bill 188 
increases the potential to sell life insurance through the caisses, as an appropri- 
ately licensed employee will be able to sell individual life products as well as the 
previously permitted group products. 


Desjardins, with approximately 45 percent of retail banking in Quebec, is 
much more dominant within the province than is any DTI in any other region 
of the country. Insurance agents, brokers and insurance companies have all 
continued to be strong competitors, with the result that Desjardins’ share of 
insurance markets is much smaller than its share of deposit-taking. 
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Exhibit 4.13 
Leading Life Insurers in Quebec, 1996 
Premium Income, Total Market $5,787 million 


Company Market share 


Desjardins-Laurentian Aik 7/ 


Great West Life and London Life 10.6 
Mutual Life and Metropolitan Life 9.5 
Industrielle-Alliance UZ 


SSQ-Vie 6.3 


Source: En Perspective, Desjardins Etudes économiques, March 1998. 


A number of submissions to the Task Force explicitly state or imply that the 
banks would price insurance products at a loss until they gained market share, 
and then would reap higher returns by imposing price increases. This argument 
presupposes that there are high barriers to entry into the insurance market. 
Most insurance groups in other contexts have argued the opposite, noting that 
there are low barriers to entry in both the life and general insurance market, 
and that the markets are very competitive. This means that if the incumbents 
were earning excess profits, new entrants would be expected to be attracted to 
the market. 


The evidence to date from deposit-taking institutions entering insurance mar- 
kets is that they have not engaged in predatory or loss-leader pricing. The pric- 
ing of general insurance by the affiliates of deposit-taking institutions tends to 
be middle-of-the-pack.’* There is no evidence to suggest that federally incor- 
porated DTIs would be more likely to engage in anti-competitive pricing if they 
were able to distribute insurance through their branches. 


On balance, while incumbents understandably view new competitors as poten- 
tially disruptive, the Task Force believes that consumers, and not the regulatory 
framework, should determine how insurance is purchased. The available evi- 
dence suggests that existing distribution channels will not disappear if insur- 
ance is distributed through branches of DTIs. While there will be some 
consolidation, other forces already at work are causing consolidation through- 
out the insurance industry. 


The Task Force does believe that the incumbents require a period to prepare 
for the new competitive landscape and accordingly it proposes that there be a 


88 The Insurance Brokers Association of Canada and the Insurance Bureau of Canada (IBC) provided 
data from the Ontario Insurance Commission on 1997 auto insurance rates, and the IBC provided 
data on Quebec auto insurance rates for 1996. The rates of the insurance affiliates of DTIs tended 
to be in the middle of each class. 
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reasonable transition period to allow adjustment to the new competition in the 
traditional insurance distribution network. In particular, the current restraints 
should be lifted effective January 1, 2002, for all deposit-taking institutions sub- 
ject to the prior adoption of the Task Force proposals on tied selling and pri- 
vacy. The Task Force hopes and expects that during the transition, many of the 
current insurance companies will emerge as stronger competitors to the larger 
institutions not only in insurance but in other financial services. The transition 
period should also benefit people currently employed in the distribution of life 
and general insurance. Experience internationally and in provinces where credit 
unions own insurance brokerages suggests that there are opportunities for 
insurance salespeople to form effective partnerships with new entrants. 


Encouraging Smaller Competitors 


Federal DTIs have used competitive equity with the cooperative sector as one 
of their arguments for being allowed greater insurance retailing powers. In 
most provinces, the credit union share of retail financial services is much 
smaller than that of the banks. However, the unique nature of the Quebec mar- 
ket, where Desjardins is the dominant provider of retail banking services, 
makes the situation particularly acute for National Bank and Laurentian Bank. 
Both banks have the bulk of their business in Quebec and do not have the same 
power to distribute insurance as their principal competitor, Desjardins. 


The Task Force is of the view that the smaller DTIs offer platforms that might 
be developed to provide greater competition to the larger institutions, and it 
believes that other existing players and potential new entrants should be encour- 
aged to offer greater competition to the larger banks. The Task Force therefore 
proposes that deposit-taking institutions with less than $5 billion in share- 
holders’ equity be allowed to retail insurance through their branches and use 
their customer information files as soon as appropriate amendments with 
respect to tied selling and privacy are proclaimed. 


Leasing Light Vehicles 


DTIs have argued that consumers should have the choice of leasing vehicles 
from a bank or trust, suggesting that this would lead to lower lease rates. They 
argue that leasing is a consumer substitute for lending, and therefore leasing of 
vehicles should be part of their business as it is for banks in the United States 
and other countries. They do not advance the argument that leasing powers 
would make them more internationally competitive. The banks, do, however, 
note that the restrictions prohibit them from competing in Canada with 
foreign-controlled finance companies such as Ford Credit, which face bank 
competition in retail leasing in their home jurisdictions. 
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Auto dealers and manufacturers are united in their opposition to expanded 
leasing powers for DTIs. A central element of their position is that allowing 
banks into leasing will reduce the profitability of auto dealers, resulting in job 
losses in many communities across Canada. It has also been argued that con- 
sumers will not benefit from bank entry because there will be a long-term 
reduction in competition, and that increased business powers will enable the 
large DTIs to coerce consumers and dealers. Concern over privacy of informa- 
tion has also been expressed. 


Consumer groups have generally not joined the debate over the light vehicle 
leasing issue. The Consumers’ Association of Canada has not raised this issue 
with the Task Force. However, in earlier discussions of light vehicle leasing, the 
Association has favoured bank entry into leasing, provided the entry is through 
start-ups rather than by acquisition of existing lessors.’° A survey of Canadian 
Federation of Independent Business (CFIB) members indicates that a large 
majority opposes the granting of additional business powers to banks. Aside 
from a general concern that banks are already too large, CFIB members are con- 
cerned about employment loss in local communities. In the survey, insurance 
and leasing powers were covered in the same question, so it is not possible to 
determine whether there were different opinions on the two issues.” 


Current Regime 


Federally incorporated financial institutions (banks, trusts and insurance com- 
panies) may not lease light vehicles, either directly or through subsidiaries. Credit 
unions and caisses populaires, which are governed by provincial legislation, are 
able to lease vehicles in all provinces except Newfoundland and New Brunswick. 
Provincial trust companies also have leasing powers in most provinces.”! 


The light vehicle leasing market in Canada is dominated by the financing arms 
of the auto manufacturers (see Exhibit 4.14). The majority of the credit union 
and caisse populaire share of the leasing market is based in Quebec, with 
Location Desjardins Inc. leasing nearly 6,900 retail light vehicles in 1997. This 
places Desjardins among the 10 largest retail vehicle lessors in Canada, with 
about 1.4 percent of the total market,?* or approximately 7 percent of the 
Quebec leasing market. Some credit unions in other provinces also have 
successful leasing businesses. 


8° Consumers’ Association of Canada, “The Reform of Financial Services Regulation in Canada: 
The Consumers’ Perspective,” April 1990. 


°° Canadian Federation of Independent Business, Submission to the Task Force, Oct. 31, 1997. 


National Trust offered light vehicle leases as permitted for an Ontario incorporated trust company. 
Following the purchase by Scotiabank, National Trust was obliged to cease light vehicle leasing. 


2 Vertex Consultants Inc., Canadian New Vehicle Leasing Data, April 1998. 
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Exhibit 4.14 

Estimated Leasing Market Shares, 1997 
Manufacturers’ finance companies 70-80% 
Top 20 commercial lease companies 10-12% 
All other commercial lease companies 3-5% 


Top 45 dealer lease companies 4-6% 


All other dealer lease companies 6-9% 


Credit union / caisse populaire 2-3% 


Total market $31 billion 


Source: DesRosiers Automotive Consultants. 


About one third of all dealers own a lease portfolio,”? and only about 40 dealers 
(less than 1 percent of the dealers in Canada) lease as many as 200 units per 
year for their own portfolio.** Aside from the approximately 45 dealers leasing 
200 or more units per year, the average dealer-owned leasing operation does an 
annual volume of about 25 vehicles.*> All dealers combined account for an 
estimated 10 to 15 percent of the light vehicle leasing market. 


Historical Development 


Prior to the 1980 Bank Act, permissible business powers for banks did not 
include leasing. One of the proposals of the August 1976 White Paper on bank- 
ing was to extend the powers of banks to include leasing. As a result of concerns 
raised by auto dealers, the 1980 Bank Act revision required that leasing be under- 
taken in a subsidiary, and it prohibited banks from leasing vehicles weighing less 
than 21 tonnes. The 1992 legislation explicitly extended this prohibition to fed- 
eral trust companies and life insurance companies.” The question of eliminating 


3 DesRosiers Automotive Consultants estimates that between 35 and 45 percent of Canadian auto 
dealers have a lease portfolio. The Canadian Automobile Dealers Association (CADA) estimates 
that 37 percent of its members have a lease portfolio (CADA submission, October 1997, p. 17). 


94 Vertex Consultants using R.L. Polk Canada registration data for 1996 and 1997. 


°° Number of leases calculated by Vertex Consultants using R.L. Polk Canada registration data. Total 
dealer leasing in 1996 was 57,116 units. Of these, 21,000 are attributable to approximately 45 
dealers leasing 200 or more units per year. DesRosiers Automotive Consultants estimates there were 
3,714 auto dealers in Canada in 1996, with 35 to 45 percent of dealers doing in-house leasing. This 
gives a range of 1,300 to 1,670 dealer lease operations. If we deduct the approximately 45 dealers 
leasing more than 200 units per year, we find that the average dealer leases about 20 to 30 vehicles 
per year. 


9° Section 417 of the Bank Act prohibits a bank from any personal property leasing in which a 
financial leasing company is not permitted to engage. Paragraph (b) of the definition of a financial 
leasing corporation in sector 464 (1) provides that a financial leasing corporation may not: 

i. Direct its customers or potential customers to particular dealers in the leased property or 
the property to be leased, 

ii. Enter into lease agreements with persons in respect of any motor vehicle having a gross vehicle 
weight, as that expression is defined by the regulations, of less than twenty-one tonnes, or 
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the restriction was widely debated prior to 1992, and has taken on a greater sig- 
nificance as the percentage of leased light vehicles has increased. 


International Experience 


Banks in most developed countries are not restricted from light vehicle leas- 
ing,” and the largest players in auto leasing, the financing arms of the large 
auto makers, are active internationally. Canada appears to be the only devel- 
oped country where bank leasing powers have been a major policy issue. 


Exhibit 4.15 
U.S. Automobile Leasing Market Share 


60 
50 
40 
30 
20 


10 


1990 1991 1992 1993 1994 1995 1996 


Sources: CNW Marketing, DesRosiers Automotive Consultants. 


The U.S. leasing market is significantly different from that in Canada. U.S. 
banks play a major role but the financing arms of the auto manufacturers are 
still dominant. Exhibit 4.15 shows that despite some fluctuation, U.S. banks 
have held about a one-third share of the market since 1990. The combined 
share of the auto manufacturers’ finance companies and the banks in the 
United States is about 80 percent, which is approximately the same as the share 
of the auto manufacturers’ finance companies alone in Canada. In its annual 


ili. Enter into lease agreements with natural persons in respect of personal household property, 
as that expression is defined by the regulations. 

The key provisions of the Financial Leasing Corporation Regulations are: 

9. No financial leasing corporation shall enter into, or accept assignment of, a financial lease agree- 
ment or conditional sales agreement other than ... [one] the primary purpose of which is the 
extending of credit to a lessee or purchaser. 

14. The aggregate of the estimated residual value of all leased properties held by a financial leasing 
corporation ... shall not at any time exceed ten percent of the aggregate of the cost of acquisi- 
tion of those leased properties by the financial leasing corporation. 

Leasing is one of the banking activities subject to mutual recognition in the European Union. This 

means a bank may lease anywhere in the EU so long as it is permitted to do so in its home country. 

See the EU Second Banking Directive. 
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report, General Motors notes that the major competitors of General Motors 
Acceptance Corporation (GMAC) are “banks and credit unions and other 
financial services companies.” 


As in Canada, a similar shift toward leasing as the preferred consumer option 
for financing vehicles is in evidence in the United States. While leasing has not 
reached the same heights of popularity in the United States, it has dramatically 
changed the auto finance landscape. Between the late 1950s and 1990, com- 
mercial banks had been the largest suppliers of motor vehicle financing to con- 
sumers. The growth in the popularity of leasing and the finance companies’ 
larger share of leasing meant that by 1996 finance companies’ consumer auto- 
motive receivables were more than a third again as large as the U.S. banks’ 
total of $160 billion (see Exhibit 4.16). 


Exhibit 4.16 
U.S. Finance Company Automotive Receivables 
($ billions) 


Securitized 


Leases 


Securitized 


Source: “Survey of Finance Companies, 1996,” Federal Reserve Bulletin, July 1997. 


Reconsidering Current Policy 


Consumers in Canada have turned increasingly to leasing as an alternative to 
vehicle ownership, with about 47 percent of new retail vehicle deliveries being 
leased in 1997, up from 4 percent in 1989. The auto manufacturers’ finance 
companies have seen their market share of total vehicle financing increase as a 
result of their domination of leasing, which has been the growth segment of 
vehicle financing (see Exhibit 4.17). 


Exhibit 4.18 illustrates that new vehicle financing accounts for approximately 
40 percent of total consumer credit. Banks remain significant players in auto 
loans but, since they are excluded from the leasing market, their share of the 
new vehicle financing market declined to 36 percent in 1997 from 59 percent 
in 1989 (see Exhibit 4.17). 


*8 General Motors Annual Report, 1997, p. 44. 
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Exhibit 4.17 
New Light Vehicle Financing 


Percentage 
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Sources: DesRosiers Automotive Consultants. 


Exhibit 4.18 
Consumer Credit 1997 


$ billions 


_ auto makers 
80% 


Other 
consumer credit 


~ Lease: deal 
10% 


Note: Consumer credit total equals Bank of Canada consumer credit plus estimated new vehicle leases 
outstanding of $35 billion. 


Sources: Bank of Canada, Total Auto Loans and Leases, Auto Loan Market Share, DesRosiers Automotive 
Consultants; Lease Market Share, Vertex Consultants Inc. 
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It has been suggested that one of the reasons why banks have been excluded 
from light vehicle leasing is that leasing is a commercial rather than a financial 
business.” This view is not consistent with the view of regulators and major 
industry participants. The current federal Financial Leasing Corporation 
Regulations distinguish between a business that is primarily providing financial 
leases, which are deemed to be instruments to provide credit and thus part of 
the business of banking, and operating leasing, which is not a permitted activ- 
ity. Both the Federal Reserve and the Office of the Comptroller of the Currency 
list leasing as a permitted banking activity in the United States. General Motors 
Acceptance Corporation views itself as providing “a broad range of financial 
services including consumer vehicle financing, vehicle extended service con- 
tracts, full service leasing and fleet leasing.” ! 


Two snapshot studies of U.S. and Canadian lease and loan rates were provided 
to the Task Force by the Canadian Bankers Association (CBA).!°! The 
Canadian Vehicle Manufacturers’ Association challenged the methodology and 
conclusions of these studies.!°* The Task Force recognizes that there may be 
significant differences in the leasing markets in Canada and the United States 
which make the data not directly comparable, and is aware of the method- 
ological difficulties in undertaking meaningful comparisons. The Task Force 
has not drawn definitive conclusions from these studies. However, the Task 
Force has noted GMAC’s report that its Canadian lease volumes increased by 
46 percent in 1997, while “the decline in U.S. and international retail and lease 
financing revenues from 1996 to 1997 was attributable to continued competi- 
tive pressure in these markets.”!°3 The Task Force believes that Canadian con- 
sumers should have the benefit of similar competitive pressures. 


As with the distribution of insurance, much of the argument focusses on the 
impact of new competitors on the existing players rather than on the ultimate 
impact on consumers. The only way in which consumers would not benefit from 
the entry of new competitors is if the new entrants were able to dominate the mar- 
ket and then engage in anti-competitive pricing, or if the new entrants were to 
engage in coercive tied selling or abuse of personal information, so that these neg- 
atives outweighed the positive aspects of greater choice and price competition. 


* See the Submission of the Canadian Finance and Leasing Association, October 31, 1997, p. 5, and 
Canadian Auto Dealers Association, The Vehicle Leasing Business: Protecting the Consumer and 
Small Business, Submission to the Task Force on the Future of the Canadian Financial Services 
Sector, October 1997, 'p. 59. 


100 General Motors Annual Report, 1997, p. 44. 
101 Vertex Consultants Inc., Canadian New Vehicle Leasing Data, October 1997 and April 1998. 


102 See Relative Competitiveness of Vehicle Loans and Leases in the U.S. and Canada, prepared for 
the Canadian Vehicle Manufacturers Association and the Association of International Automobile 
Manufacturers of Canada by Bank Lease Consultants Inc., May 1998. 


103 General Motors Annual Report, 1997, p. 46. 
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The Task Force has considered these arguments, and on balance it believes that 
the benefits of greater consumer choice in auto leasing substantially outweigh 
the disruption that may take place in the dealer marketplace. Accordingly, the 
Task Force proposes that sections 417 and 464 of the Bank Act and the paral- 
lel sections of the Trust and Loan Companies Act and Insurance Companies 
Acts should be amended to remove the current prohibition on the leasing of 
vehicles of less than 21 tonnes.!% 


Protecting Consumers 


Dealers and manufacturers have argued that bank entry will not benefit the con- 
sumer because of a long-term lessening of competition, because of the ability of 
banks to coerce both individual customers and dealers, and because of the 
potential for misuse of information. As noted in the discussion of insurance, the 
Task Force is very concerned about the possible coercion of customers and 
abuse of personal information. However, the Task Force believes that con- 
sumers are best served by disclosure, conduct and consent standards of the type 
it has proposed rather than an outright prohibition on the offering of more than 
one product by a single institution. 


Dealers have expressed concern that DTIs might be able to favour one dealer 
over another by directing customers to specific vendors, or bypassing the dealer 
directly to acquire cars from the wholesaler. This is an issue in connection with 
the commercial leasing that banks are currently permitted to undertake. It has 
been addressed in the Bank Act, which prohibits a bank from directing “its cus- 
tomers or potential customers to particular dealers in the leased property or the 
property to be leased” for the leasing currently permitted. This provision would 
also apply to auto leasing. 


Another concern is that banks might use the terms and conditions attached to 
credit supplied to the dealers to make dealer financing less viable. This is a con- 
cern that has long existed in connection with loan financing, and is best 
addressed through competition in the market. In addition to the current 
sources available to dealers, which include the captive finance arms of the man- 
ufacturers, the Task Force has elsewhere made recommendations which it 
expects will lead to the development of vibrant competitors. 


Another concern is that, despite the short-term increase in competition, bank 
entry might reduce competition in the long run. While it has been strenuously 
argued that DTIs would cross-subsidize their lease products until they gained 
dominant positions and then would exercise market power to increase prices, 
there are two factors that make this unlikely. First, the financing affiliates of the 


104 The residual value provisions of the Financial Leasing Corporation Regulations would have to be 


amended to accommodate light vehicle leasing. 
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vehicle manufacturers have deep pockets that would allow them to wait out 
attempts at predatory pricing. Second, unlike some other financial services 
markets, the Consumers’ Association of Canada notes, “The auto leasing 
industry is a competitive market that is quite easy to enter and exit.”!9 It is 
therefore unlikely that market power could be exercised, as new entrants 
would be attracted if the existing players were earning excessive profits. 


Impact on Existing Players 


Existing players are understandably concerned about the impact of new com- 
petitors on their profitability and employment levels. The extent to which new 
entrants would affect the incumbents depends on the existing level of competi- 
tion in the sector. In the first instance, it is not at all clear that new entrants will 
be successful in gaining significant market share. If the current market is as com- 
petitive as the auto dealers, lessors and vehicle manufacturers have maintained 
in their submissions, new entrants will have difficulty in making inroads. The 
Task Force is of the view that consumers, not regulators, should choose where 
they lease vehicles, and it is by no means certain that they will choose banks. If, 
as has been argued by the auto industry, consumers already have the best leas- 
ing options available, then new entrants will not be able to become dominant 
players. This has certainly been the case in other types of leasing, where, as illus- 
trated in Exhibit 4.19, banks are small players with a declining market share. 


Exhibit 4.19 
Business Leasing Receivables 


$ millions 


12,000 - 


2,000 


1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 


Source: Bank of Canada. 


105 Consumers’ Association of Canada, “The Reform of Financial Services Regulation in Canada: 
The Consumers’ Perspective,” April 1990 p. 29. This view is substantiated by the proliferation of 
small leasing companies now active in Canada. 
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Leasing, as a number of submissions note, does require specialized skills to deal 
with residual risk and disposal of the assets at the end of the lease. Since 1980, 
banks have been permitted to lease assets other than light vehicles, and yet, as 
illustrated by Exhibit 4.19, specialized financing companies dominate the com- 
mercial leasing market. Some banks decided that leasing is not an attractive 
business, and those that have targeted the business have discovered the diffi- 
culty in competing with the specialized companies. One of the major advan- 
tages that dealers will retain is access to the customer at the point of sale. 


Even if the new entrants are highly successful, the bulk of the impact is likely 
to be felt by the auto manufacturers’ finance companies rather than the deal- 
ers. A complicating factor in assessing the impact on dealers is the consolida- 
tion trend already in evidence. As illustrated by Exhibit 4.20, there has been a 
12 percent decline in the number of dealers since 1989, a period in which leas- 
ing has increased from 13 to 46 percent of the light vehicle market. Like many 
other sectors, automobile distribution is changing in response to technology 
and consumer preferences. 


Exhibit 4.20 
Number of Dealers and Leasing as a Percentage of Vehicle Sales 


Dealers Percentage of sales 
4,200 sxx 


4,100 — 
4,000 — 
3900 — | 
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1989 1990 1991 1992 1993 1994 1995 1996 1997 


Sources: DesRosiers Automotive Consultants. 


Although the impact of increased competition as a result of DTI leasing on 
dealer employment is difficult to assess, the Task Force notes that a very small 
number of automobile dealers now account for virtually all of the in-house 
leases. As detailed earlier, only about 45 dealers lease as many as 200 vehicles 
annually. Only about one third of all dealers have an in-house lease portfolio, 
with the average dealer leasing about 25 units annually. 


108 


However, in order to allow a reasonable transition for dealers who do rely 
significantly on in-house leasing, the Task Force proposes that deposit- 
taking institutions not be allowed to lease automobiles to consumers until 
January 1, 2002, subject to prior adoption of its recommendations on tied sell- 
ing and privacy. 


Encouraging Smaller Competitors 


The Task Force is of the view that smaller DTIs and insurance companies offer 
platforms that might be developed to provide greater competition to the large 
banks, and that new entrants should be encouraged to compete with the estab- 
lished large players. The Task Force therefore proposes that federally incorpo- 
rated trust and insurance companies, as well as banks with less than $5 billion, 
should have a “first mover” advantage. These institutions would be able to lease 
light vehicles as soon as appropriate amendments are implemented to address the 
Task Force’s concerns in the areas of tied selling and privacy. Banks with more 
than $5 billion in shareholders’ equity would not be able to lease light vehicles 
until the end of the transition period proposed above, on January 1, 2002. 


Summary 


The three business power revisions proposed by the Task Force are intended to 
provide consumers with a wider choice of providers of financial services. 
Opening the payments system to new competitors, subject to an acceptable 
prudential framework, will introduce more competition into one of the mar- 
kets that is at present the most concentrated: the provision of retail transaction 
accounts. Consumers, not regulators, should choose the providers of auto leas- 
ing and insurance. The privacy and tied selling provisions proposed by the Task 
Force will address important consumer protection issues. While there may be 
some disruption felt by existing competitors as a result of new entrants, the 
Task Force is of the view that providing wider choice to consumers and the 
potential savings from new competition should have a higher policy priority 
than attempting to preserve the status quo. 


109 


sk ware 


pi iC : at 

~ y : ahs a 

daciah, neyiscelboh achisaia ie ‘ iaitodeilnas i 
4 eed 

Vit ye b ducal ie Pig ih omrul, e hr dittens styles Ave Lede 

nity? mae sie) rit entiaeahestiAht ee is men newt. Tien: tay} on 


‘ 


(Utne Preedepjrts jemieitae ie sit ani ial We. hres hs 0, snag ct ig $403 


big: dvaghedd, Tingle. 1160 nee me Sea 

at . : ; ‘i abate ‘ ivats Crke mat 
Adie ich iecgu oe ORAL 
pao lay pee ere vee ey el bi A hithas ii lp aa Al, ata} red ait a : 
hss) it dice: ahebicensdaseisiiba) dials bs Ne nigiat 386 B an nied i mt 


Beh Aa) 4 ae ute’ tae a a ? 


3 ay Be i! OallhAl Peleag Yeas hi ; ae i battte, Ri 
LL ld Ol eS A Rg «ot eR AR A 
sabi a tic MY Tyirk Vil. ee yi im 2 ‘pay hail 
: ane. 2 re? thi 
Cyl § Y Mathie . a 14 a) Bd, ae @ eed weet i 
ih ns Oiitny e : 04 se eR aiote : 
yt, Door em iY oie yiens 1 47h bo frees Eee 


pes ’ "4 ney 
| _  WernentGe 
‘ i b ee 
: i ss A ; : ay ae T 7) ja - : Tia) ¢ 70M ott A _ 
(Ay aly ele ifmirgay Ii dernty | 
af 4 visas lealagh) aly it a 
| wid sae be are Air gad? 
it gidtee, it) Yon aay ae thane Ahad 
t vy mine. ae " 
a) 
sf ine 2 
i 
“h | a 
- 
i se a 
Lien fa 
ry 


ry ti tie trays it iy) if ale lev Th 
a i bat nistriy ea rhe reg gd. che: ‘on | 

nihar ol outdn vay int haley vA hat, ae 
lereed, i\ sta ws saith, an Pioieal 4 ate ay bi 
ducal ca al injoltg Se sata he oe 7 
i‘ wary . as 


on 
at 


Chapter 5 


The Cooperative Sector 


Cooperative financial institutions play a major role in meeting the needs of 
Canadians, and this role could gain in importance as the financial sector 
restructures. 


The Mouvement Desjardins has been remarkably successful in Quebec, build- 
ing a full-service financial conglomerate from a strong base of local caisses. 
Credit unions have a significant presence in many provinces, but have low pen- 
etration in the large Ontario market and a fragmented national structure (see 
Exhibit 5.1). The Co-operators Group, an insurance company owned by other 
cooperatives, is the fourth largest general insurance company in Canada 
(ranked by Direct Premiums Written). 


The cooperative sector warrants special attention because there is an opportu- 
nity, which in the view of the Task Force must be seized now, for the credit 
union movement to build a system that is capable of achieving in the rest of 


Exhibit 5.1 
Credit Union and Caisse Populaire Share of 
Deposit-Taking Institution Assets, 1997 


Percentage 
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Note: Provincial bank and trust company assets exclude head office and unallocated assets in Canada, credit union 
and caisse populaire data excludes centrals and affiliates. 


Sources: Bank of Canada, Statistics Canada, Credit Union Central of Canada, Alberta Treasury Branches. 


Canada the same level of success achieved by the Mouvement Desjardins in 
Quebec. Credit union leaders and members must meet the challenge, but gov- 
ernment can help by providing a legislative framework that enables coopera- 
tively owned institutions to thrive. 


This chapter first provides an overview of the credit union and caisse populaire 
sector, including a brief examination of its strengths and the challenges it faces. 
It then outlines policy concerns and presents the conclusions and proposals of 
the Task Force on issues of specific concern to the sector. 


Sector Overview 


The distinguishing feature of cooperative ownership is that each member has 
one vote regardless of the number of shares held. Cooperative structures gen- 
erally embody a “bottom up” decision-making process. Members elect the 
board of their local credit union or caisse populaire. Credit union representa- 
tives in turn elect the boards of provincial centrals (or regional federations in 
Quebec), which in turn elect the directors of the Confédération des caisses pop- 
ulaires d’économie Desjardins du Québec and Credit Union Central of Canada 


(CUE) 


The three-tiered structure (locals, provincial centrals or regional federations, the 
Confédération or Credit Union Central of Canada) imposes costs on the coop- 
erative sector, as each organization has its own directors and administrative 
functions. There are also benefits, because the structure permits many decisions 
to be made in local communities or on a provincial basis. 


The Confédération, the third tier for the Desjardins caisses, provides a broad 
range of centralized services for the federations and local caisses. In contrast, 
Credit Union Central of Canada provides a relatively modest range of services, 
with provincial centrals more typically being the providers of services to local 
credit unions. Although there recently has been some consolidation of func- 
tions by the provincial centrals (for example, Saskatchewan and Alberta have 
combined their payments processing), more typically each provincial central 
provides a range of support services to local credit unions. While the specifics 
differ by province, services typically include: 

e marketing, product development and public relations; 

¢ research; 

¢ member education and professional development programs; 

e electronic data processing; 

® systems and manuals to facilitate day-to-day operations; 

¢ management counselling; 


e legal and taxation services; 
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¢ treasury functions; and 


¢ government relations. 


As a result, there are nine provincial infrastructures in the credit union system 
to serve somewhat fewer members and total assets than Desjardins serves with 
its single, more centralized infrastructure. 


The provincial centrals and Credit Union Central of Canada play another 
important role in addition to this “service bureau” function. Credit Union 
Central of Canada oversees the national liquidity pool for the Canadian credit 
union system. Local credit unions are typically required by their provincial leg- 
islation to maintain liquidity deposits with their provincial central, which in 
turn participates in the national liquidity pool. This meets an important pru- 
dential requirement by providing a liquidity reserve to satisfy unexpected 
demand for withdrawal. The liquidity pool is an essential part of the regula- 
tory regime that permits centrals to provide local credit unions with access to 
the Canadian payments system. In Quebec, Desjardins provides liquidity sup- 
port for local caisses through the federations and at the provincial level. 
Desjardins also provides payments system access for the local caisses as one of 
the group clearers in the Canadian Payments Association. 


Caisses populaires and credit unions differ significantly from the banks in the 
nature of their business. While the banks have earned increasingly larger por- 
tions of their income from fee-based businesses such as securities dealing and 
mutual funds, cooperatives have remained much more focussed on traditional 


Exhibit 5.2 
Other Income as a Percentage of Net Interest Income 
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intermediation businesses (see Exhibit 5.2). Credit unions and caisses typically 
earn higher net interest margins than the banks, but this advantage is offset by 
higher operating costs (see Exhibit 5.3). 


Exhibit 5.3 
Net Interest Margin and Operating Expenses 
(percentage of total assets, 1996) 


Net interest margin Operating expenses 


Banks Ze 2:2 


Credit unions / caisses populaires SYS) 3.4 


Source: The Conference Board of Canada, OSFI. 


Mouvement Desjardins 


Since its founding in Lévis, Quebec, in 1900, the Mouvement Desjardins has 
grown to be the largest financial institution in the province. It has over 5 mil- 
lion members of 1,275 local caisses. The caisses have historically had strong 
ties to local parishes. Desjardins also has about 360,000 affiliated members 
through 141 caisses and three federations located in New Brunswick, Ontario 
and Manitoba. Desjardins is governed by provincial legislation. 


The Confédération des caisses populaires d’économie Desjardins du Québec 
can be viewed as a holding company controlled by the regional federations, 
which are in turn controlled by the local caisses. The Confédération holds the 
Desjardins investment in a range of financial affiliates, including major life and 
general insurance companies, brokerage, trust and mutual funds, and a Florida 
savings bank. A number of the major affiliates have outside shareholders, a 
situation that facilitates the raising of capital and creation of strategic alliances 
while the Mouvement Desjardins retains control. The Desjardins structure 
illustrates the practical application of the holding company flexibility proposed 
by the Task Force in Chapter 3 of this paper. 


The Mouvement Desjardins is a major competitor in all financial services mar- 
kets in Quebec, with particular strength in retail products (see Exhibit 5.4). As 
outlined in more detail in Competition, Competitiveness and the Public 
Interest (Task Force Background Paper #1), the strength of Desjardins in 
Quebec, coupled with the significant share of the National Bank, makes the 
Quebec market quite different from the rest of Canada. The large banks are 
much less important providers of products and services, particularly in the 
retail market, than they are elsewhere in Canada. 
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At the end of 1997, the Mouvement Desjardins had about $55 billion in 
assets held by the local caisses, with a further $13 billion in assets of the 
Confédération and affiliated companies. 


Exhibit 5.4 
Desjardins Share of Quebec Market, 1997 
Percent 
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Mutual funds 5.7 
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Life Insurance1 


General insurance? 


11996 data 
Source: En perspective, Desjardins Etudes économiques, March 1998. 


Credit Unions 


There are about 4.5 million credit union members outside Quebec, served by 
about 870 credit unions.!°%° While it is common to speak of the credit union 
system, this is a misnomer because it implies a degree of centralization and 
standardization that generally does not exist. 


As shown earlier in Exhibit 5.1, the assets of credit unions and caisses popu- 
laires (excluding assets of centrals and affiliates) amount to approximately 
10 percent of deposit-taking institution assets in Canada. However, the coop- 
erative sector is far more important in Saskatchewan, with about 35 percent of 
DTI assets in the province. Manitoba, British Columbia and New Brunswick 
also have cooperative sectors that are much better developed than the national 
numbers would suggest, while credit unions have a much lower penetration in 
Ontario and in Atlantic Canada outside New Brunswick. 


Exhibit 5.5 gives a further indication of the significant differences in the credit 
union movement in each province. British Columbia is home to 6 of the 10 
largest credit unions in Canada (see Exhibit 5.6). The relatively large average 
size of BC credit unions is reflective of their very strong positioning in the 
urban areas of the lower mainland and around Victoria. 


106 There are 141 caisses populaires in New Brunswick, Ontario and Manitoba that are affiliated with 
the Mouvement Desjardins. There are also about 15 caisses populaires in Ontario affiliated with 
Credit Union Central of Canada. 
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Exhibit 5.5 
Average Size of Credit Union / Caisse Populaire 
by Province, 1996 
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Source: Credit Union Central of Canada. 


Saskatchewan, despite a 25 percent reduction since 1990, still has more than 
150 credit unions. While the number of credit unions in that province has 
declined, the number of service outlets has remained constant, reflecting the 
growth of multi-branch credit unions. There are a few large urban-based credit 
unions and a much larger number of smaller rural credit unions. Manitoba and 
Alberta have also seen significant consolidation and, like Saskatchewan, have 
a few large urban-based credit unions and more numerous smaller rural ones. 


Ontario reflects a heritage of closed-bond credit unions based on a single 
employer.!°” Despite a 60 percent reduction in the number of credit unions over 
the last 10 years, Ontario is still populated by a large number of small credit 
unions and caisses populaires, many with a closed-bond history, and a smaller 
number of growing community-based credit unions. 


Despite their small average size, credit unions and caisses populaires in New 
Brunswick are significant players in retail financial services in the province. The 
caisses, which are affiliated with Desjardins, have generally been more success- 
ful. In addition to strong leadership within the province, the Acadian caisses 
have benefited from the ability to purchase centralized services from Desjardins 
at a much lower cost than would be borne by a single caisse or even all the 
New Brunswick caisses collectively. 


107 Membership in a closed-bond credit union is limited to people sharing a common bond of associ- 
ation, such as the same employer, union or parish. Membership in an open-bond or community- 
bond credit union is available to anyone living in the community. 
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Credit unions in Nova Scotia, Prince Edward Island and Newfoundland tend to 
be small units that have had difficulty gaining major market share. Even more 
so than for credit unions in other provinces, the major challenge is to cost- 
effectively deliver a range of services through a network of small autonomous 
local institutions. 


Exhibit 5.6 
Ten Largest Credit Unions 
Credit Union Province Total assets ($ millions) 

1) Vancouver City Savings British Columbia 4,836 
2) Surrey Metro Savings British Columbia 1,934 
3) Richmond Savings British Columbia 1,734 
A) Pacific Coast Savings British Columbia 1,260 
5) Westminster Savings British Columbia 900 
6) Capital City Alberta 896 


7) Civil Service Co-op Ontario 855 


8) Niagara Credit Union Ontario 847 


9) First Heritage Savings British Columbia 838 


10) Hepcoe Credit Union Ontario 793 


Source: CUCC Payments and Research Analysis Department. 


Local credit unions are governed by the legislation of their incorporating 
province. Provincial centrals are incorporated pursuant to provincial legisla- 
tion, with six of the centrals having opted to also be regulated federally under 
the Cooperative Credit Associations Act.!°8 Credit Union Central of Canada is 
regulated pursuant to a federal Act. 


Opportunities and Challenges 


The cooperative system has many inherent strengths, which have contributed 
to its success to date and position it well for the future. The Mouvement 
Desjardins is already extremely well positioned, with a dominant market share 
in Quebec. Credit unions in the rest of Canada have to overcome more chal- 
lenges in order to take advantage of the opportunities that will arise as the 
financial sector restructures. Many of the challenges noted below apply only to 
the credit union system or apply with greater urgency for credit unions than 
the Desjardins caisses. 


108 British Columbia, Alberta, Saskatchewan, Manitoba, Ontario and Nova Scotia have opted into the 
federal regime primarily to meet one of the requirements for participating in the clearing system. 
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The fundamental strength of credit unions and caisses populaires lies in their 
solid roots in their local communities. They are owned and controlled by local 
residents. There is more likely to be continuity in the staffing of their branches, 
thereby avoiding the “churning” often criticized as giving rise to poor relation- 
ships in other deposit-taking institutions, particularly the banks. 


Credit unions and caisses populaires have been innovative in meeting their cus- 
tomers’ needs in terms of lending policies, mortgage options, line of credit 
options and the introduction of new accounts such as daily interest savings. 
Consumers in a number of surveys have indicated higher satisfaction levels 
with credit unions than with other deposit-taking institutions. Credit unions 
are tax-advantaged relative to their larger competitors because credit union 
profits are generally taxed at small business rates. There are also certain 
exemptions available to credit unions on capital taxes. 


A particular strength of credit unions in Western Canada (and also of caisses 
populaires in Quebec) has been providing financing to small commercial and 
agricultural enterprises. While the total of credit union commercial loans 1s 
dwarfed by the volume of business loans provided by the banks, virtually all 
credit union commercial lending is in authorizations under $1 million, with 
the average loan outstanding being much smaller. As a result, credit unions 
are the leading providers of SME credit in British Columbia, Manitoba 
and Saskatchewan.!’ Credit unions in parts of Alberta, Ontario and Atlantic 
Canada have in the past experienced unfortunate levels of losses in commercial — 
lending, which have in some cases led to more stringent regulatory constraints. 
The Task Force is of the view that the ability to forge strong local relationships 
positions credit unions ideally to serve small commercial and agricultural 
enterprises. Accordingly, it encourages provincial authorities to ensure that 
restrictions on credit union commercial lending are no more than those 
required for prudential purposes. 


Local relationships and community responsiveness position credit unions and 
caisses populaires to grow and prosper as other financial institutions consolidate 
or change their business focus. In the future, branches will be used less for tra- 
ditional transaction functions, such as deposits and withdrawals, and more for 
relationship-based functions such as small business lending and wealth manage- 
ment. The credit union philosophy, business orientation and practice, founded as 
they are in strong customer relationships, should adapt well to this environment. 


However, the credit union system clearly faces challenges. There is a serious 
structural problem in coordinating the use of the system’s capital because of its 
fragmentation. Some credit unions have surplus deposits, while others have to 


109 More detail on the SME lending market is provided in Competition, Competitiveness and the 
Public Interest, Background Paper #1, Ch. 3. 
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curtail lending activity because of a lack of funding. Many credit unions have 
capital well in excess of regulatory requirements because they lack good lend- 
ing opportunities in their local areas, while fast-growing credit unions have dif- 
ficulty building their retained earnings quickly enough to support their growth. 


Raising capital to support growth is a challenge for many credit unions. Since 
shares are generally redeemable when a member closes an account, credit union 
shares are more akin to deposits and most provincial regulators treat them as 
such. Retained earnings are the only real capital for most credit unions, so in a 
period of rapid growth it can be difficult to build equity quickly enough to meet 
regulatory requirements. Some credit unions and caisses have used various 
forms of preference shares, debentures and non-voting common shares as means 
of raising additional capital. These innovations have received a mixed reception 
in the credit union system. The notion of raising capital outside the membership 
is seen by some as contrary to the cooperative ownership model. 


System-wide decision making is difficult and slow given the system’s democ- 
ratic structure. Strategic decisions often involve conflicts between credit 
unions that are big and small, urban and rural, aggressive and complacent, 
profitable and poor, realistic and idealistic. There is always a high potential 
for lack of concerted action because of disagreements within the system over 
fundamental issues. 


There is evidence of declining participation by members in managing the credit 
union. Annual meetings rarely attract more than 5 to 10 percent of the member- 
ship. The credit union movement in many areas has had difficulty in attracting 
younger members. 


There is a tremendous amount of duplication of effort, administration, human 
resources and backroom activities as each credit union is an entity on its own. 
The same issue of duplication is true for the various centrals. For example, 
each central has a treasury function looking after the investment of reserve 
funds. Such a function is expensive to operate and requires expertise and skill 
to manage. Merging such a core function is possible but would cause jurisdic- 
tional debate. The system is limited by provincial boundaries and regulations. 


Many credit unions have not been able to meet the growing needs of the more 
sophisticated consumer. The consumer is demanding more than just the basic 
savings and loan services. The rather large number of small credit unions 
makes it difficult to develop new products and technology given the lack of 
resources and economies of scale. 


The credit union system will need a renewed vision in order to meet these chal- 
lenges. Neither the Task Force nor government can provide this vision, but 
the regulatory framework can better support the decisions that are made by 
the system. 
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Regulatory Issues 


The Task Force proposes that a cooperative bank option be made available as 
a means of enhancing the ability of the sector to compete. A federal bank char- 
ter might be used by the existing players in the cooperative sector in two ways. 
In one model, a cooperatively owned bank might make an effective vehicle to 
provide strong central services to local credit unions and caisses. There are 
“bankers’ banks” in the United States whose only business is providing services 
to community banks which otherwise might not be able to afford the necessary 
investment in systems (more detail is provided in Chapter 2 of this paper; see 
Exhibit 2.7). There are also international models such as the Rabobank in the 
Netherlands (see Exhibit 5.7). 


A second way in which a federal cooperative bank charter might be useful is 
by providing a convenient vehicle for credit unions to operate outside their 
province. Van City, the largest credit union in the country, incorporated a 
Schedule II bank subsidiary in order to offer services outside British Columbia. 
The cooperative bank option presents a simpler structure since, with the per- 
mission of its provincial jurisdiction, a credit union could apply for continu- 
ance as a federally chartered cooperative bank. 


The credit union system has struggled to provide the increasingly broad range 
of services demanded by its members. The restrictions of the current ownership 
structure can be an impediment, as provincial legislation is not always con- 
ducive to operating across the country, and the federal cooperative legislation 
has significant business power limitations. The cooperative bank option would 
be a vehicle to deal with these issues, and is consistent with the suggestions 
made to the Task Force by Credit Union Central of Canada and the Mouvement 
Desjardins. 


While the cooperative bank option opens up new avenues for the cooperative 
sector, the Task Force also believes that greater flexibility can be provided 
within the existing Cooperative Credit Associations Act. A number of areas of 
concern have been identified by the sector. 


Cooperative credit associations are distinguished from other federally incorpo- 
rated financial institutions by the fact that they exist primarily to serve their 
member institutions. This has resulted in business power restrictions that limit 
the way in which members of credit unions can be served directly by the cen- 
trals. Cooperative credit associations have different capital structures from 
banks or insurance companies, which means that there may be prudential 
issues to be addressed if they are provided with expanded business powers. 
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Exhibit 5.7 
Rabobank Nederland 


The Rabobank Nederland C ‘Rabobank’ i isa Gocpc ive banking group based in the 
Netherlands. It is also ¢ one of ve ee financial instrutons in the world. As such, 


yvement. 


[The rabobanks, cao known as. agricultural credit banks, were founded ae 
oO as aes societies modelled on the German Raiffeisen pace, in order 


uP : Lae jinsuated by the fact that Rabobank is ‘one of the few financial Mntons . 
n the world to have a Triple-A credit rating. _ 


foday, the Rabobank is an independent banking eeoperatve that jooke very auch ie 
typical European universal banking group. Rabobank Group includes a cluster of 
subsidiary companies dedicated to specialized activities. These include De Lage 
Landen (leasing and trade finance), Interpolis (insurance), Robeco (asset manage- | 
ent, 50 percent Rabobank owned), Gilde Investment Management (venture capital), - 
Schretlen & Co. (private banking), Nedship Bank (ship financing), and Rabobank 
_ International, which itself has two subsidiaries, Rabo Securities and Rabo vastgoed 
: ymestic real estate projects). On July 13, 1998, Rabobank NV announced its — 
ntention to merge with Achmean Holding NV, a large cooperative insurance company. 
If completed, this transaction would create ne oe financial services ‘group in the 
_ Netherlands. 


The Rabobank has taretes certain international niche markets for expansion. 
_ Building on its expertise in this area, the Rabobank has decided to concentrate its 
_ efforts on international agribusiness, a sector worth US$5 trillion a year. To this” 
end, it has created a specialized department — the agri-project finance team — purely 
_ to source and structure agribusiness financings. Rabobank is also heavily involved 
_ in the financing of hospitals and other aspects of the health care industry. It is 
_ already active in these niches in the Netherlands as well as in the United States and 
Canada. In 1997, Rabobank upeece? its presence in Canada from a representative 

__Otice to a Schedule Il bank. 


_ Rabobank has a 90 percent market share of all bank credit granted to the agricultural 

sector in the Netherlands. Some 40 percent of small and medium-sized companies 
_ bank with Rabobank, as do approximately 15 percent of the larger companies. 
_ Rabobank handles 35 percent of the private savings market, 25 percent of the 
_ residential mortgage market and about a third of all payment transactions in the 
_ Netherlands. 
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The cooperative ownership structure may mean that the same minority invest- 
ment regulations that apply to other financial institutions are more constrain- 
ing for credit union centrals. Each of these issues is addressed below. 


The business power restrictions in the Cooperative Credit Associations Act 
prohibit delivery of products and services to non-members. If a provincial 
central or the Canadian Central wishes to provide services to a third-party 
financial institution, that institution must first have a substantial investment 
(10 percent) in the central’s subsidiary service corporation. Only with that 
investment in place is the service corporation able to provide full services to the 
financial institution. In contrast, Canadian banks can provide the same services 
directly to third-party financial institutions, without the intervening cost of a 
service corporation and the need for cross-relationships. Centrals would like 
the ability to provide wholesale services to other institutions directly. Possible 
ways of using this expanded business power are: 


¢ providing payment system services to existing smaller deposit-taking institu- 
tions or new entrants like mutual fund companies and insurance companies; 


e selling access to the Interac Automated Teller Machine networks or the future 
Mondex system; and 


¢ providing wholesale financial services, such as treasury and foreign exchange, 
to commercial businesses. 


This expanded business power would potentially allow the credit union system 
to recoup its investments in systems and technology over a larger base of cus- 
tomers. It could thus turn the treasury functions it requires to manage its own 
liquidity into a profit centre. 


A related issue is that the restriction which requires a central to deal only with 
its members (i.e., the individual credit unions) means that centrals cannot deal 
directly with the members of local credit unions. There are many small credit 
unions that are unable to afford the staff or the expertise to support the 
marketing and sale of various products that financial institutions, including 
other credit unions, offer across Canada. Centrals would like the ability to deal 
directly with the membership of the credit unions in order to provide the prod- 
ucts that local credit union is unable to support. One way this could work is 
for the central to provide services through a call centre. Such services could be 
provided now, but not without the expense of operating through subsidiaries. 
A subsidiary structure adds substantial cost and complexity to the delivery of 
products and services to credit union members. 


Credit Union Central of Canada is also concerned that the Minority Investment 
Regulations do not adequately facilitate joint ventures between centrals. The 
Bill C-82 amendments enacted in 1997 provide some relief, but Credit Union 
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Central has made two further proposals (see Exhibit 5.8). In each case, the 
restrictions on centrals parallel the minority investment restrictions on banks, 
trusts and insurance companies. Credit Union Central of Canada makes the 
point that the cooperative ownership structure requires greater flexibility in 
order to allow effective competition with other institutions. 


Exhibit 5.8 
Credit Union Central of Canada Proposals for Investments in Subsidiaries 


ies as evecinents in eontoiied< entities rather than ee investments. This, 
ides greater flexibility for the centrals, as the 50-percent-of-capital restriction on _ 
investments would not apply. The prudential rationale for the current approach 
es to the regulator's ability to intervene, if necessary, in the activities of a 
jidiary. If the subsidiary is not controlled, the parent may not be able to cause 
take specific actions directed by the regulator. However, this concern might not. 
ply if two or more centrals, regulated by OSFI, jointly had control, as the joint 
ni eholders ertine ae would have a eee oe in the Sus Hiary 
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The Task Force is sympathetic to the requests of the credit union sector, espe- 
cially given the potential that credit unions offer to be more vigorous competi- 
tors to the largest institutions. The proposals set out above would transform 
the role of centrals in a significant manner. Instead of having a primary role of 
providing a central coordination of liquidity support to the system, Credit 
Union Central of Canada is proposing an expanded role that would turn the 
centrals into “central cooperative banks.” Centrals would continue in their 
role of providing liquidity support, but would also have the ability to provide 
retail and wholesale services directly to their members and the public at large. 


The Task Force endorses the intent and direction of the requests made by the 
credit union system and proposes that credit unions, the regulator and policy 
makers work jointly to develop a new regulatory framework for cooperative 
credit associations. This framework would include expanded business powers 
and related prudential issues such as: 


¢ capital requirements; 
e isolating the liquidity support function from commercial activities; 


¢ governance structures, including the need for independent boards for joint 
ventures and subsidiaries; and 


¢ board and management capacity to take on additional business risk. 


The Task Force believes these concerns can be addressed, with the result that the 
credit union sector will have the necessary flexibility to transform itself into an 
even more vigorous competitor. In addition, the Task Force proposals on coop- 
erative bank charters will open new opportunities for participation by credit 
unions and cooperatives in the financial services sector. 
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Chapter 6 


Conclusion 


This background paper has examined the important structural issues of who 
can own regulated financial institutions, how the institutions can organize 
themselves and what business powers they are allowed to exercise. While the 
discussion of many of these issues necessarily has a distinctly institutional 
focus, in developing its proposals the Task Force has looked to the ultimate 
impact on Canadian consumers of financial services and products. 


The ownership regime proposed by the Task Force is intended to benefit 
Canada and Canadians by maintaining the essential features of safety and 
soundness, continuing a core Canadian-controlled presence in the financial sys- 
tem, and encouraging enhanced competition in the marketplace. These goals 
Can be reachea*by: 


¢ a size-based ownership regime that is consistent for all federally incorpo- 
rated financial institutions; 


* retention of a widely-held requirement for the largest financial institutions, 
coupled with a more flexible definition of “widely held” that contributes to 
improved governance and facilitates alliances and acquisitions; 


* transition rules for demutualizing insurance companies and smaller banks 
that provide a conducive environment for them to compete with the largest 
institutions; and 


* new ownership options, including closely held smaller banks and a cooper- 
ative bank option, in order to increase the potential for competition from 
new and existing players. 


The Task Force has proposed additional organizational flexibility options that 
will benefit Canadian consumers by lessening the regulatory burden borne by 
financial institutions and passed on to their customers. There are many activi- 
ties undertaken by financial institutions that are not regulated, or less regu- 
lated, when carried on by other financial institutions or commercial entities. 
The ideal of functional regulation is not attainable because institutions, not 
functions, fail. However, to the extent that the activities which for public pol- 
icy reasons must be regulated can be isolated within a corporate structure, it 
will be possible to impose a much less stringent regulatory burden on other 
related entities. 


The scope for such nuanced regulation in the present financial institution par- 
ent model is limited by the fact that the parent is itself a regulated financial 
institution. The Task Force endorses efforts to provide even more flexibility 
within the current model, and also proposes that a regulated holding company 
option be made available for all federally incorporated financial institutions. 


The business power revisions proposed by the Task Force are intended to 
broaden the range of potential providers of financial services to Canadian con- 
sumers. The Task Force is of the view that benefits to consumers must take 
precedence over any potential disruption to existing competitors when facing 
new entrants. Accordingly, the Task Force proposes that insurance companies, 
money market mutual funds and investment dealers be permitted to directly 
access the payments system. While conscious of the need to ensure the contin- 
ued integrity of the payments system, the Task Force believes that systemic 
risks can be managed in a way that does not create significant barriers to entry 
by these participants in the payments system. This approach will introduce 
more competition into one of the markets of most concern to Canadians: the 
provision of retail transaction accounts. 


The Task Force believes that there are no prudential or competition reasons 
why consumers and not regulators should have the right to choose where they 
wish to purchase insurance and obtain auto lease financing. There are impor- 
tant consumer protection issues, but these same issues already exist within the 
range of powers currently permitted to federally incorporated financial institu- 
tions. The Task Force is making proposals to address privacy and tied selling. 
Subject to the adoption of these proposals, it believes that deposit-taking insti- 
tutions should have greater insurance retailing powers and federally incorpo- 
rated financial institutions should be able to lease light vehicles. 


While the benefits to consumers must take precedence over the interests of cur- 
rent competitors, the Task Force has proposed a transition period to mitigate 
the initial impact. In the case of insurance distribution and light vehicle leas- 
ing, the Task Force has further proposed that smaller institutions should have 
a first-mover advantage. This proposal is consistent with the view that smaller 
DTIs and insurance companies are important platforms for building vibrant 
competitors to the largest institutions. 


The Task Force has focussed special attention on the cooperative sector 
because of the potential of credit unions to build a competitive presence 
throughout Canada matching the level of success of the Mouvement Desjardins 
in Quebec. The Task Force has noted the important role that cooperatives, 
community banks and postal banks play in many countries, providing an 
important counterweight to the largest financial institutions. 
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While government cannot legislate a vibrant second tier of financial institutions, 
it can provide a framework that facilitates required changes. Accordingly, the 
Task Force has proposed a cooperative bank option that will assist the cooper- 
ative sector in two ways. First, it would provide an effective vehicle for deliver- 
ing central services to local credit unions. Second, it would provide a means for 
credit unions to expand outside their province by applying, with the permission 
of the provincial jurisdiction, to continue as federally chartered cooperative 
banks. The Task Force also endorses, subject to necessary prudential restraints, 
specific requests made by Credit Union Central of Canada for more flexibility 
within the existing Cooperative Credit Associations Act. 


Taken together, the organizational structure proposals of the Task Force are a 
package that tilts the balance of the regulatory regime toward greater compe- 
tition while still maintaining necessary prudential safeguards. Although the 
proposals affect institutions in the first instance, consumers will ultimately be 
the beneficiaries of greater competition and reduced regulatory costs. 
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